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EDITORIAL DEPARTMENT NOTE 


The application of budgetary control methods in any company can be 
effective only through the cooperation of a great many individuals in the 
organization, from top management to the department supervisors. Co- 
operation comes through understanding and agreement. Thus the “educa- 
tion” of those involved in budgeting is fundamental, and a job which nor- 
mally falls to the accountant. How this educational job can be accom- 
plished most effectively is ably described in our first article. 

F, J. MUTH, the author of this article, is well qualified to advise on this 
subject. As Assistant Confroller of the Armstrong Cork Co, he is respon- 
sible for his company’s budgets and economic analyses. A graduate of Cor- 
nell University, he joined the Armstrong Cork Co, in 1921, and prior to 
the war he supervised accounting in their factories. During the war he 
was in charge of munitions accounting and directed the work in renegotia- 
tion and contract termination. 

* 


Several articles dealing with punched card methods of accounting for 

payrolls have been published in the N. A. C. A. Bulletin in the past. But, 
as the author of our second article says in his summary: “.. . No tabu- 
lating routine is perfect. Any and all can be improved.” General improve- 
ment comes through the exchange of ideas. ere are several ideas of 
interest in our second article, all expressed in nontechnical language with 
adequate coverage of the details. 

SAMUEL NOAH, JR., has written this article with a background of 
seven years experience as Tabulating Supervisor of the M & M Trans- 
portation Co. He was trained by the IBM Corp. in Boston and at an 
advanced school in Endicott, N. Y. The technique described in the article 
is of his own devising. 

. 


The modern cost accountant is as much concerned with future costs as 
with past costs. Management planning and policy formation must have 
as its basis an indication of the cost of proposed courses of action. The 
opportunities for the industrial accountant in this field are great. Our 
third article is the first of several which will appear in this and subsequent 
issues of the Bulletin discussing this important phase of the industrial ac- 
countant’s work. 

WALTER A. HOLT, the author of the article, is Assistant Secretary- 
Treasurer of the 5 Refrigerator Co. A graduate of the University of 
Michigan and the Harvard Graduate School of Business Administration, 
and a former Research Assistant at the Business School, he began his 
business career in 1935 with the Sunbeam Electric Mfg. Co., becoming 
Assistant Secretary of the company in 1935. He joined his present com- 
pany in 1945. During the past year Mr. Holt has served as President of 
the Evansville Chapter of N. A. C. A. 
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SELLING BUDGETARY CONTROL TO THE SUPERVISOR 


by F. J. MUTH, Assistant Controller, 
Armstrong Cork Co., Lancaster, Pa. 


RITERS of financial history will undoubtedly refer to 1946 

as the year of reconversion. All of us will agree that it was 
a turbulent year, involving the solution of labor disputes, release 
from government price control, and the rebuilding of raw mate- 
rial inventories. Within an incredibly short time, American in- 
dustry turned from a four-year period of war economy and took 
up the problems of peacetime production. It is true that certain 
maladjustments in the wage and price structure remain, but it is 
expected that these maladjustments will be corrected by the short 
recession forecast for the latter part of 1947. Following this 
recession, most economists agree that, barring international compli- 
cations, industry will witness four to six years of high level pro- 
duction before it is faced with a depression or period of subnormal 
activity. 

The change in trend from the long-lived seller’s market to a 
buyer’s market which is becoming increasingly apparent warns us 
of the approach of a highly competitive economy. This situation 
emphasizes the need to maintain competitive position and to build 
a sound financial structure in the years which lie ahead. Here is a 
severe challenge to the accountant who is responsible for developing 
the analytical data which are basic to executive decision. These 
years will demand the utmost ingenuity and judgment in sorting 
out the pertinent facts required for successful operation and bring 
them to the attention of company executives. The acceptance of 
the accountant as a part of management will depend largely upon 
his performance in meeting this challenge. 


Control of Internal Factors 

Under a system of free enterprise, profit is essential to the con- 
tinuation of all business. The effectiveness of management is 
therefore rightly judged by its ability to stabilize satisfactory 
earnings. Since profits are simply the difference between sales in- 
come and costs, two courses are open to management—one, to 
increase sales income and the other, to reduce costs. There are 
admittedly external factors which influence both sales and costs 
over which the executive or supervisor has little or no control. It 
is the degree of control exercised over the internal factors which 
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accounts for the difference in profits between companies in the 
same industry. If satisfactory profits are to be maintained, this 
control of internal factors must be a constant and continuing 
process, not one to be applied intermittently. Furthermore, respon- 
sibility for this control does not lie with a few top executives. 
While it is true that top management must make over-all decisions, 
every member of management from top executives to supervisors 
has controllable cost factors in his area of responsibility and to a 
proportionate degree can and is therefore obligated to contribute 
to the over-all success of operations. 

If we are to achieve success in the control of these factors, there 
must be interest and enthusiasm in cost control and cost reduction 
on the part of those who are in a position to affect profit possi- 
bilities. This spirit can be maintained through the company budget 
if the accountant presents and administers this tool effectively. 


The Budget 

The primary purpose of the annual company budget is to develop’ 
a forecast of the sales volumes and profits to be expected during 
a coming year, and to supply the controls required to achieve the 
indicated results. It is an instrument to be used in planning and 
coordinating operations by forecasting the results of a proposed 
plan of action so that they may be visualized with some degree of 
accuracy before the plan is undertaken. Through this determina- 
tion management receives a blueprint on the basis of which they 
may direct such activities as production volumes, maintenance, 
wage and salary administration, advertising, and research. This 
blueprint is also fundamental to intelligent planning for financial 
requirements, both in working capital and fixed capital additions. 

The company budget should consist of six major subdivisions: 


1. The sales forecast which is concerned with the character 
and volume of expected business. 

2. The production cost budget which includes standard mate- 
rial cost, standard labor cost, and the production expense 
requirements at varying volumes of operation. 

3. The distribution expense budget covering the forecast of 
selling, advertising, and promotion expenses. 

4. The administrative expense budget outlining the cost of 
operating the administrative departments such as the 
president’s office, secretary’s and treasurer’s offices, con- 

troller’s department, general production management, 
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legal, purchasing, traffic. and in many companies, the 
engineering and research laboratories. 

5. The fixed assets and improvements budget which pro- 
vides for the anticipated expenditures for new machinery, 
new buildings, and equipment replacements. 

6. The financial budget which shows the relationship of ex- 
pected cash receipts to disbursements for the current 
period and indicates long-term financial requirements. 


The Operating Budget 


The second, third, and fourth divisions, namely, the production 
cost, the distribution expense, and the -dministrative expense 
budget are commonly referred to as the operating budget. - It is 
built on a flexible basis so that operating results may be forecast 
at various levels of activity. As the year progresses, unforeseen 
changes in the economic situation invariably arise. The accountant 
must then be prepared to make rapid adjustments to the original 
forecast of sales and profits so that management may be informed 
promptly of the effect of these changes and may in turn bring their 
operating program into relative position, 

The building of the operating budget requires skill and research. 
It is necessary to keep constantly in mind its primary function, 
which is to coordinate, measure, and stimulate the performance of 
the authority invested in executives and supervisors. Since the 
allowances recorded in the budget eventually become controls, they 
must be determined with care and intelligence. Once these controls — 
have been developed, emphasis is placed on the interpretation of 
the periodic reports measuring actual performance against budgeted 
allowances. These are the signposts which keep management in- 
formed as to the progress being made in achieving the forecast 
profit on which they have set their operating program. 

The degree of use and application of the budget following its 
official acceptance is the determinant of its effectiveness as a man- 
agement tool. No matter how fine a technique has been employed 
in building the budget, it is of little value unless it is pit to use. 
If it is to be properly applied, it must be developed in a manner 
which captures the imagination and enthusiasm of those who have 
the responsibility for operating under it. Too often the final ap- 
proval of the budget by the executive officers is followed by a sigh 
of relief and a reaction of “well, that’s done for another year.” 
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Under this attitude, the budget is regarded as an exhibition piece 
which is put on display at annual intervals and then packed away 
to await the next anniversary. 


The Approach 

A forecast built without subsequent interest in budgetary con- 
trol represents nothing further than an annual guess at sales 
volumes and profits for the next twelve months. When this hap- 
pens, the accountant should realize that he has failed in executing 
a major responsibility and take immediate steps to analyze the 
reasons for this failure. 

As reviewed previously, the operating budget consists of three 
major sections, the production cost, distribution, and administra- 
tive budgets. Of these, the production cost budget is the most 
important since, in many industries, it accounts for 65 to 75 per 
cent of the sales dollar. This discussion will therefore be directed 
primarily to the approach in building budgets at the factory level. 
In so doing, we do not mean to imply that this is the only point 
for attack on costs. All activities of an enterprise must be con- 
trolled if the business is to be successful: The approach to the 
control of factory costs which we will discuss is equally adaptable 
to the selling and administrative functions. 


Education of Supervisors 

The prime approach to cost control and cost reduction is the 
_ education of the supervisory groups. None of us likes to tackle 
a job without knowing specifically what the company is striving to 
accomplish and what part we are to have in achieving the goal. 
These facts must be known before interest can be stirred and then 
stimulated to enthusiasm. For this reason, the purpose, the method 
of preparation, and the use of the budget must be understood by 
all levels of management before the procedure can become effective. 
This understanding can be obtained if the story of budgeting is 
carried to the supervisory groups. Since the accountant is pri- 
marily responsible for the effective operation of budgetary pro- 
cedure, he is the logical man to plan this educational program. 

In the average company, it will be found that during the lapse of 
twelve months, many changes occur in the supervisory personnel 
as a result of turnover, the realignment of responsibilities, and ad- 
justments in production methods and plant layouts. These changes 
have a deleterious effect on budgetary procedure since supervisors 
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usually fail to pass on to their successors a complete understanding 
of this portion of their duties. It is therefore recommended that 
the accountant schedule reviews with the supervisory personnel 
prior to the budget building period as a part of normal procedure. 
These educational sessions should be limited to groups of fifteen 
to twenty persons to obtain the benefits of intimate discussion. 


' When possible, the groups should be made up of representatives 


of related operations having a community of interests and prob- 
lems. This plan develops understanding of the other fellow’s job 
and promotes good fellowship and mutual consideration. These 
sessions should include a restatement of the budgetary principles, 
a review of the accomplishments in cost control and reduction 
during the past year, and a discussion of new developments in bud- 
getary procedure planned for the coming period. The supervisors 
should be encouraged to offer for review the particular difficulties 
encountered in operating under their controls and their recom- 
mendations for improvement of procedure. The accountant should 
be certain that the budgetary process has the complete understand- 
ing and approval of the supervisor before the meeting is brought 
to a close. 


Principles Governing the Building of the Budget 

These groups must be made conversant with the principles upon 
which sound budgeting is based. They must understand that rec- 
ognition is given to the fact that responsibility and authority go 
hand in hand and that everyone asked to operate under a budget 
should have a part in establishing his requirements or allowances 
at various levels of activity. Again each component of the budget 
must reflect current experience plus an allowance for the achieve- 
ment of increased efficiency either planned or definitely contem- 
plated. In determining requirements, judgment is to be tempered 
by a fair balance of favorable and unfavorable factors. It must 
be recognized that both plus and minus deviations against the 
budget are to be expected, and that explanations will be required 
of underruns as well as overruns of the budgeted allowances. Con- 
sistent underruns are not desirable. They indicate unrealistic fore- 
casting through the introduction of padding and cushioning, which 
results in the failure of the budget to achieve its intended purpose. 

The aim for “on-the-nose” budgets is important to the intelli- 
gent planning of expenditures. If because of padding the require- 
ments, a low profit figure is indicated, management is likely to 
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delay certain portions of their operating and capital program 
awaiting a more favorable financial period, only to find halfway 
through the year that profits are going to be substantially higher 
than originally forecast. Delayed plans are then hurried along and 
expenditures are made without sufficient thought and planning ,to 
insure value received for dollars spent. Conversely, the failure to 
foresee the full requirements in production costs, indicating the 
optimistic bias in forecasting, will result in an inflated profit pro- 
jection. This in turn may lead management to overextend com- 
mitments for the coming period. Thus the entire operating pro- 
gram becomes disjointed unless the task of budgeting has been 
approached on a realistic basis. 


Role of the Accountant 

In carrying the story of budgeting to the supervisor of the 
manufacturing operations, the accountant should make his role 
entirely clear. He brings to the budget-building process a knowl- 
edge of the technique used in converting operating requirements 
in control data, measuring actual experience against performance 
standards, and reporting on accomplishments. It is important to 
clarify the relation of the industrial engineer and the accountant so 
that there is no danger of overlapping activities. A misunder- 
standing between these two staff groups as to how far their indi- 
vidual fields extend can become a definite deterrent in the efficient 
operation of budgetary procedure. Since the industrial engineer 
works closely with the operating supervisor in determining how 
work is to be done and in setting the number of both direct and 
indirect laborers at different activity levels, he has a fund of op- 
erating “know-how” which is invaluable to the budgeting process. 
The accountant in turn, through analysis of actual versus standard 
performance, supplies the industrial engineer with the information 
he requires for effective application of his technique. It is, there- 
fore, most desirable that complete understanding and cooperation 
exist between the industrial engineer and the accountant. 


Budget Data Sheet 

The formal budget record of the operating department is known 
as the budget data sheet. This record spells out the allowances in 
material and direct labor for given amounts of production and the 
expense réquirements at several volume levels so that fixed and 
variable allowances may be subsequently determined. These data 
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are to be expressed in such units as pounds or yards of raw ma- 
terial, hours or men in direct and indirect labor, weight or number 
of supplies. This is done so that the supervisor has a measuring 
stick which is not subject to fluctuation through change in wage 
rates or material prices. 

Before the supervisor, with the help of the accountant and the 
industrial engineer, accumulates his budget data there must be 
agreement on the goal to be achieved. Without setting an ob- 


‘ jective, there is no incentive for building efficiencies into the budget. 


Therefore, the supervisor should be encouraged to lay his plans 
for future operation on the premise that past practice is not nec- 
essarily the best practice, and that performance can become more 
effective only if we constantly improve our methods. Budgets 
should not reflect what the cost “has been” but rather what the 
cost “should be.” The budget data sheet should include a text set- 
ting forth the means by which the operator plans to achieve his 
ends. This “putting on paper” the arrangements and procedures 
to be followed at a given level of activity is a most effective device. 
It causes the supervisor to think about his job and keeps before 
him a record of his plans for operating at various production 
loads. 


The Activity Base 

An important item in the development of the budget data sheet 
is the selection of the activity basis to be used as a measurement 
for the allowance of expense. While the generally accepted basis 
of direct labor hours simplifies this computation, it is often mis- 
leading as the variation in requirements of certain expense sources 
is more properly measured by such activity factors as pounds 
mixed, machine hours, or cartons handled. In larger operations 
there well may be need for several activity bases to measure dif- 
ferent sources of expense. The time spent by the accountant in 
making a careful determination of the proper activity bases will 
be amply rewarded by the satisfaction of the supervisor that the 
measuring stick for his performance is a fair one. 

After the budget data sheet has been completed, the three com- 
ponents of cost—material, labor, and expense—should be carefully 
examined to highlight the important items required for control. 
To ask the foreman to give daily attention to all elements of cost 
in his operations clouds the picture and leads to confusion and dis- 
couragement. If, however, he understands and keeps before him 
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as a daily guide the major items which need to be watched, such 
as the allowances for material and scrap, the number of men as- 
signed to direct and indirect labor, and maintenance charges, the 
budget data automatically become his control. He can then tell at 
a glance whether he is staying within the confines of his agreed 
upon operating program and take corrective action when necessary. 
As the month progresses he will know the reasons for the devia- 
tions from his budget, and be prepared at all times to discuss the 
progress of his operation with his superiors. This is true cost 
control. 


The Budget Report 

The periodic reporting by the accountant which sets forth the 
actual costs versus budgeted allowance should not be confused with 
control. Control can be accomplished only by the supervisor on 
the job and must be exercised on a daily basis. The periodic re- 
ports of the accountant represent an historical record of the op- 
erator’s achievement. Their purpose is to keep the supervisors, 
as well as management, informed as to the progress being made by 
the operating departments. The manner in which the accountant 
issues these control reports is, however, another important step in 
maintaining interest in budgetary procedure. Before the reports 
are presented to the executive management, the accountant with 
the help of the industrial engineer should meet with the head of 
the operating department and discuss with him the reasons for the 
variances from the budgeted allowances. Where performance has 
been better than standard, the reasons should be. ascertained and 
when practicable, the budget data sheet and the attendant explan- 
atory notes should be corrected to reflect this improvement. The 
supervisor should feel free at all times to call on the services of 
the industrial engineer and the accountant to assist in planning to 
overcome bad spots and improve good ones. With this approach, 
he is prepared in turn to discuss the reports on his achievement 
intelligently with his superior. Since this plan of action helps the 
supervisor to become a better manager, and at the same time, pro- 
vides for recognition of his accomplishments, enthusiasm for the 
budgetary tool is a natural development. 


Cost Reduction 
The line between cost control and cost reduction is a very nar- 
row one. Cost control of itself engenders cost reduction. While 
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the stimulus for cost reduction normally comes from the executive 
offices, the actual accomplishment must be made by the man on the 
job. Hence it is well that the accountant include comments in this 
field as a part of the educational sessions. This may be approached 
through presenting a profitgraph showing the relationship of sales 
and costs. If agreeable to management, the profitgraph should 
picture the current data of the manufacturing division represented 
by the particular group he is addressing. The significant relation- 
ship of the sales volume required to reach the break-even point to 
the sales volume at capacity and the importance of the profit ratio 
should be explained in simple and understandable terms. Then by 
plotting in a hypothetical reduction in both fixed and variable 
costs, the supervisor can be forcefully shown the importance of 
cost reduction as a means of improving the competitive position of 
the company. 

A review of the three elements of factory cost should be made 
to determine their relative importance as points of attack for cost 
reduction. Too often, the direct labor element receives the major 
attention and the possibilities of cost reduction in the field of ma- 
terial and expense are overlooked. In many operations, material ° 
alone represents 50 per cent of the manufacturing cost. Expense, 
consisting of such sources as indirect labor, maintenance labor and 
material, and supplies, may represent a relatively larger part than 
direct labor. The war taught us that much can be accomplished 
through substitution of materials, that it is sometimes possible to 
use less expensive materials and still develop a better product. The 
redesign of the product itself may lead to substantial savings in 
its cost. In finding more efficient ways to utilize labor, it is well 
to remember that accompanying every saving of a dollar in labor 
costs is a saving of 10 to 12 cents in the cost of social benefits. 
This point is often overlooked in evaluating labor savings since the 
cost of social benefits is normally reported under a separate source. 
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Supervisor's Suggestions 

Most supervisors are aware that the possibilities of obtaining 
fruitful suggestions for cost reduction from the individual workers 
are unlimited. They should, therefore, be encouraged to bring to 
their superiors ideas on better ways to do the job. The continued 
stimulation through self-questioning such as the following will 
bring forth embryo ideas which in turn can lead to developments 
resulting in major cost reductions: 
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What can be done to save rehandling of materials? 

Could time be saved in getting materials to and from the job? 

Are the materials stored in the right place? 

What is causing defects or scrap? 

Are we overlooking any good bets in keeping equipment in good 
shape ? 

What causes the machines to run idle? 

Is there a better way of setting up the machine or job? 

What can be done to reduce the use of gas, steam, water, elec- 
tricity, compressed air, and oil? 

Could a hopper or chute be used to save work, additional tools, 
or jigs? 

What is the first change in methods you would make if you 
were the supervisor? 


As new and more efficient methods are found by the operating 
departments, or when it is sound to increase budgeted allowances 
in the light of changing conditions, the supervisor should note 
these changes immediately on his budget data sheet. If this is 
done meticulously, he assures himself of keeping his measuring 
stick current and up to date. When the time has rolled around to 
the new budget period, he has a record of the requirements ready 
for the review of the industrial engineers and the accountant. This 
plan expedites the budgeting process and avoids the errors which 
inevitably result from hurried preparation. 


Conclusion 

The mass production technique of today has contributed a great 
deal to our standard of living, but at the same time many feel that 
it destroys the worker’s pride in his craftsmanship and his belief 
in his own value. It was these factors which in the old days 
caused him to endure long hours of work both on the land and in 
the shops, and endure them without rebellion or bitter restless- 
ness. It is not necessary, however, under today’s technique to 
make a choice between mass production and individual happiness. 
The answer lies in combining both. 

Let us consider budgetary procedure as a step toward the ac- 
complishment of this goal by reviewing what the supervisor gains 
through its application to cost control and cost reduction—bene- 
fits which many think of as accruing only to management. The 
proper application of budgetary procedure gives the supervisor an 
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understanding of the plans and policies of his company and de- 
fines his responsibility or share in their development. It gives him 
an opportunity to review his past performance as a means for in- 
creasing the efficiency of his operations. It assists him in setting 
an objective and having done so, to lay plans for achieving that 
objective. It removes the routine from his job, stimulates his 
thinking, and develops his managerial talent, all of which in turn 
builds the personal value of the supervisor and thereby increases 
his earning power. Through intelligent reporting, it gives to the 
supervisor that sense of accomplishment which is equally as im- 
portant to his happiness as income. Not only does this procedure 
command his interest and provoke his enthusiasm but, in addition, 
it builds loyalty throughout the organization. 

In conclusion, the budgetary procedure supplies us with a base 
for arousing interest and performance in cost control and cost re- 
duction. Its effectiveness, however, is dependent upon its proper 
construction and application. Let the accountant, therefore, have 
a full realization of the scope of his responsibilities in presenting 
and administering this tool in such manner that the supervisor 
comprehends the rewards which result from its complete utiliza- 
tion. 








PAYROLL ACCOUNTING BY PUNCHED CARD METHODS 


by SAMUEL NOAH, Jr., Tabulating Supervisor, 
M & M Transportation Co., Somerville, Mass. 


|. \geeeiektaerrea executives are frequently confronted by the 

problem of analyzing current methods with a view toward 
simplifying and improving systems. The purpose of this article is 
to outline briefly the advantages that have resulted from using 
punched card accounting methods for payroll and related records. 

The punched card accounting machines were basically installed 
by this Class 1 motor freight carrier for purposes of freight rev- 
enue accounting and related operating reports. It became appar- 
ent after the system had shaken down to routine that there was 
time available on each of the units of punched card equipment 
which could be profitably employed for other accounting purposes. 
At the same time it became apparent that since 1936 the increasing 
number of payroll deductions, taxes, and accounting requirements 
had multiplied the complications of a manually-operated payroll 
system to the point that it was taking considerable clerical effort 
to meet all of the requirements. 

It was decided to solve this problem by using the punched card 
machines. As a result, we now obtain neat printed records that 
are easily audited, accurate, and with sufficient flexibility to meet 
changes in requirements from time to time with minimum cost and 
effort. 


Advantages of Method 

The method has been in use over the past nine years and has 
proved to be an economical and entirely satisfactory solution for 
several reasons, the most important of which are explained below. 
These advantages should make the technique of interest to ac- 
counting executives in any business that has either available time 
on already installed punched card machines, or sufficient volume 
of payroll work to support an installation for this purpose alone. 


1. Completeness of the Method 
Payroll records arid employee checks carry complete year 
to date totals. Detailed records of deductions are in the 
most usable form. Complete detail is available as to hours 
worked, earnings, and taxes. Special attention also has been 
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given to simplify obtaining deduction registers and account- 
ing distribution. This method also provides for a complete 
and automatic preparation of time cards, check reconcilia- 
tions, social security, state unemployment forms, and Federal 
W-z forms, as well as workmen’s compensation insurance as 
a by-product of the method. 


2. Accounting Control and Accuracy 

Once proven, the earnings cards each week for each em- 
ployee enter into automatic machine procedures that balance 
each report to controls maintained over the entire payroll op- 
eration. Deduction card files are maintained and by means 
of these cards all deductions are made mechanically, Each 
week all records are balanced to controls and contain suf- 
ficient detail to facilitate audit. 


3. Flexibility of the Method 

As changes in accounting requirements occur, the distri- 
bution code only is changed. As changes in forms occur, the 
panels that control the machines are rewired for the new 
form. Routines and procedures have been considerably 
simplified and the benefits of short cuts obtained by making 
changes each time it becomes apparent that there is a better 
or more simple way to obtain a result. This has contributed 
materially to the over-all efficiency and economy of operation. 


4. Timeliness of Reports 

Five hundred payroll checks are printed in detail and 
ready for distribution within four and one-half hours of the 
receipt of the time cards by the tabulating department. Pay- 
rolls, deduction registers, and payroll distribution reports are 
completed on the same working day. Federal social se- 
curity reports and reports to various states are completed on 
the day following the last payroll day of the quarter. 


Our company employs about five hundred people, and of these 
about ten per cent are paid on a straight salary basis. These in- 
clude executives, administrative employees, and department heads. 
Another ten per cent are paid on what is designated as a trip basis. 
These employees are line-haul drivers and receive a fixed sum for 
each round trip made between any two terminals, as from Boston 
to New York City. The number of trips varies between a mini- 
mum of one and a maximum of three per week. In addition, these 
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men receive another fixed sum to be used for expense’ to pay for 
meals and lodging while away from home. This latter amount is 
charged directly to the proper expense account from the daily 
cash disbursement voucher and is paid to the driver in cash. 
Money given to the drivers for expenses is not included as wages in 
any of the payroll reports. All other employees are paid on an 
hourly basis and their wages are figured directly from their time 
cards. These people receive overtime pay after eight hours per 
day, or after forty hours per week, depending upon whether or not 
they are governed by wage and hour regulations. Under this sys- 
tem, the total wages earned by such employees are figured by the 
payroll clerks before the payroll is received by the tabulating de- 
partment. Two clerks are required at our main office where the 
payroll is prepared and one clerk at each of our other terminals. 
The two clerks at our main office spend seven hours per week each 
in figuring and preparing the payroll for the tabulating depart- 
ment, and the clerks at each of our other terminals spend from 
three to six hours each depending upon the number of persons em- 
ployed at the terminal. The payroll week begins on Sunday and 
ends on Saturday. The terminal payroll is figured on Monday 
and sent to the main office to arrive on Tuesday morning. In a 
similar manner, the main office payroll is figured on Monday. 
Tuesday morning is devoted to checking the terminal time cards 
for accuracy and at noon all cards are turned over to the tabulating 
department together with adding machine tapes of the gross pay 
for each terminal. The punching time required is approximately 
one hour and a half. By three o’clock on Tuesday afternoon the 
cards are ready for processing. 


Time Cards 

The basic source document is the time card, a sample of which is 
shown in Exhibit 1. This card was designed to provide for accu- 
rate recording of wages subject to workmen’s compensation insur- 
ance. In most states workmen’s compensation insurance is paid 
on the straight time rate only and does not include premium pay 
for overtime work. In the sample time card, workmen’s compen- 
sation will be figured on $49.06, which is shown separately and 
which will be punched in its own field on the card. Also, work- 
men’s compensation insurance need not be paid for time not actu- - 
ally worked ; for example, the eight hours in the first line labelled 
“Excess Time Computed,” representing wages paid for a holiday 
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when the employee did not work comes in this category. Further, 
in some states wages in excess of $100 per week need not be in- 
cluded in paying workmen’s compensation. The three and a half 
hours in the second line of the same block represents the overtime, | 
at the premium rate, for the actual overtime hours, Except in | 
unusual cases, the lines below “Gross Pay” are not filled in by 
hand since the machines will make these calculations automatically, 
as explained below. 


Gang-Punch Extension of Taxes 
It will be noted that the card as punched manually does not con- 
tain O.A.B., U.C.L., or withholding tax. Each of these three 
amounts, together with a total of the three, are obtained automat- 
ically by sorting and gang-punching processes utilizing a set of 
master tax extension cards. In tabulating jargon this process is 
known as “Interspersed Gang-Punching.” The “Master Tax 
Extension Card” file is made up in the following manner: cards 
are punched from $.00 to the highest amount required, in this case 
$150. There is one card for each dollar of earnings in each ex- 
emption class. The first card takes care of wages from $.o1 to 
$.49 with no exemptions, the second card from $.50 to $1.49, the 
third from $1.50 to $2.49, etc. There are, therefore, 150 cards for 
each class of exemption. If the exemption classes extend through 
nine, there will be 1,500 cards in the master file. By having the 
cards “break” at the fifty cent limit, the O.A.B. as well as the 
withholding tax can be figured exactly. In states where U.C.I. is 
deductible, the same “breaking point” may be used for this deduc- 
tion as well. The total tax punched into the master card is the 
sum of the three taxes, with exceptions which will be discussed 
later. Once a master card file has been completed, it will be obvi- 
ous that for all employees with from 0 to 9 exemptions and earn- 
ing from $.01 to $150.49, somewhere in the master card file will 
be a card punched with the proper amount of O.A.B., U.C.I. and 
withholding tax. If the earnings cards are sorted on amount of 
gross pay and then on number of exemptions, they may be col- 
lated with the master file (sorted in the same order). The cards 
may be merged in such a way that the appropriate master card will 
be ahead of each corresponding group of: earnings cards. The 
gang-punching of tax amount into earnings cards is then accom- 
plished automatically by the tabulating equipment. 
This method of “gang-punch extension” is used for figuring the 
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taxes on practically all of the payroll. However, a few employees 
are on a daily basis and are paid in cash at the end of the day’s 
work because they are spare or extra personnel. The tax on these 
wages is figured from a daily table and will not agree with the 
taxes punched in the tax master cards. Hence for these employees 
that section of the time card used for figuring the employee’s earn- 
ings must be completely filled in below the line labelled gross pay. 
This same process is adhered to in all cases where the O.A.B., 
U.C.I. or withholding tax is at variance with the normal amount, 
as, for example, in the payroll period in which an employee passed 
the $3,000 limit of O.A.B. and U.C.I. deductions. Since only a 
portion of his pay might be taxable in the very week his earnings 
reached $3,000, the amounts of U.C.I. and O.A.B. would be unlike 
the normal amounts punched into the master card. A third excep- 
tion is when gross earnings are higher than the limit of our master 
card—$159.49. All of these exceptions are grouped separately 
and will be designated from here on as the “miscellaneous pay- 
roll.” 


Punching and Proving the Earnings Card 


Exhibit 2 shows the earnings card that was punched from the 
information on the time card. The figures punched are: the em- 
ployee number (2286), the expense distribution number (360), 
the number of exemptions (4), the date, the number of days 
worked, total hours worked (39), straight-time pay ($49.06), the 
premium pay for overtime and the pay for time not worked 
($12.19), and the gross pay ($61.25). 

The payroll cards come into the tabulating department in batches 
of approximately fifty cards each. Our company finds it con- 
venient to make a batch of time cards for each of the terminals 
and about four batches of time cards for employees of the main 
office in which about 50 per cent of the company’s personnel are 
employed. One group consists of time cards for office employees, 
another for garage personnel, a third for salaried employees, etc. 
With each group of time cards, an adding machine tape is fur- 
nished the tabulating department showing a total of the straight- 
time pay, the gross pay, and the payroll loans, The tape for the 
“miscellaneous payroll” includes totals of O.A.B., U.C.L., and total 
taxes as well. 

The time involved in punching these cards is approximately an 
hour and a half to two hours. The cards are then proved to the 
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tapes furnished by the payroll clerks, tabulating them through the 
printer for totals. All totals are checked against the tapes and as 
soon as all cards have been proven they are sorted for collation 
against the master tax extension cards. For complete verification, 
the code numbers should be checked either by reading the cards 
back to the time cards or by means of a verifier. This is quite 
important since in all probability errors in code numbers otherwise 
would not be found until the payroll checks were distributed. 


Computation of the Taxes 

The method by which the taxes are computed and punched into 
the earnings cards has been explained. This procedure is compli- 
cated by the fact that our company maintains terminals in five 
states. In two of these states, Massachusetts and New York, 
there are no deductions made from the employees for unemploy- 
ment compensation insurance.. In Rhode Island a 1% per cent 
deduction is required for all employees located in that state. In 
New Jersey a one per cent deduction is required, and in Penn- 
sylvania, while no U.C.I. is deductible, a Philadelphia city tax of 
one per cent is deducted from the employees’ earnings each week. 
It can readily be seen that this makes the computation of the taxes 
quite involved. The fact that both O.A.B. and U.C.I. stop en- 
tirely when an employee’s earnings reach $3,000 doesn’t tend to 
ease the situation! After careful corfsidération, the following 
method was devised. : 

Three complete sets of tax master cards, each of 1,500 cards, 
were prepared. In the first, O.A.B. and U.C.I. of one per cent 
was punched. In addition, two total tax fields were punched ; one, 
a total of the withholding tax and the O.A.B. only; and the other 
a total of the O.A.B., U.C.L., and withholding tax. This set is 
used in collating earnings cards for employees of Massachusetts 
and New York and then gang-punched with a signal hold in the 
U.C.I. field. This X (signal holes are commonly referred to 
as X’s) serves two purposes; first, it may be used to eliminate the 
U.C.I. punched into the card so that the tabulator, will not add it 
into the totals in any of the payroll reports ; second, it may be used 
to select the proper total tax field on the master tax extension card 
—that field containing only the sum of the O.A.B. and withhold- 
ing tax. 

The second set of tax masters contains O.A.B, of one per cent 
and U.C.I. of 1% per cent and is used for collation against cards 
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of employees of Rhode Island. The total tax field of this set is 
the sum of the O.A.B. and U.C.L., and withholding tax. The third 
set of tax masters contains only withholding tax with no O.A.B. 
or U.C.L, and the total tax field of these cards is therefore the 
same as the withholding tax. This set is used only for employees 
who have passed the $3,00c limit; when an employee reaches this 
amount, his earnings cards are X punched in the exemption field. 
This control punching will prevent further deduction of O.A.B. 
and U.C.I. for the remainder of the year. After the earnings cards 
have been sorted on gross pay and number of exemptions, they 
may be sorted again on the exemption column and the X cards re- 
moved for collation against this third set of tax masters. 


Name, Summary, and Deduction Card 

The earnings cards, having been extended, are sorted by em- 
ployee number with the payroll cash advance and loan cards trail- 
ing. They are then ready for collation with the file of name, sum- 
mary, and deduction cards. In preparing this file for use, the 
name cards must be merged in such a manner as always to be the 
last card of each group. The necessity for adhering to this se- 
quence will be explained later. New summary cards are punched 
each week and contain totals to date of gross pay, quarterly gross 
pay, O.A.B., withhclding tax, and savings bonds. 

Deduction cards are of three types; weekly, monthly, and occa- 
sionally weekly cards which are to be used for a given number of 
weeks and then destroyed. The first of these cards is illustrated 
by an insurance deduction card by means of which an insurance 
premium is taken from an employee’s pay each week. The second, 
by a Blue Cross premium which is paid monthly—this type of 
deduction card would not be kept in this file from week to week 
but would be merged in once a month. The third type of these 
deduction cards is best illustrated by a Red Cross or Community 
Fund deduction whereby a certain amount of money is pledged, to 
be deducted from the employee in a given number of equal weekly 
payments. Such cards would have the weekly amount punched in 
them, and also, in some unused field, the number of weeks during 
which this deduction was to be made. Normally a single column is 
sufficient for this since it would require too much bookkeeping to 
keep on making deductions beyond nine weeks. Another single 
column is used to keep track of the number of deductions which 
have been made and to show the tabulating department when the 
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pledge has been completed. This is done by punching a 1 the first 
week, a 2 the second, a 3 the third, etc. Another type of deduction 
card which has been mentioned but not fully explained is the loan 
card. Most of these cards are originated when an employee is paid 
in cash upon his termination. A loan card is made for the amount 
given him so that there will be no check made up for him, the loan 
card balancing his earnings. This type of loan is commonly re- 
ferred to as a “cash advance.” Since our company has a policy of 
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occasionally making loans to employees, these cards are also a 
means of repaying the loans. In either case the time card is 
stamped with the word “loan” and the amount of the loan is writ- 
ten in. All loan cards are punched from time cards containing this 
stamp at the same time as the earnings cards are punched. 

Name cards are made in the following manner: When a new 
employee is hired, he is required to furnish the company with a 
completed government W-4 form which is printed on a tabulating 
card, as shown in Figure 3. This W-4 form is coded with the 
number assigned to the employee and his expense distribution 
number and number of exemptions. A name card is then punched 
from this W-4 card and merged into the file. The date is punched 
into all new name cards as a means of making up a seniority list, 
if one is at any time required. The social security number and a 
distinguishing X is also punched into them. 


Summariszation 

It is with this file of summary, deduction, and name cards that 
the earnings and loan cards are collated in preparation for sum- 
marizing. Upon completion of the collation, the name cards must 
be last and the earnings cards first. Exhibit 3 shows the cards for 
John Doe arranged in proper order for summarization. Note the 
name card must be last and the earnings card first. This order 
must be adhered to because of the manner in which the tabulator 
performs the calculation of the net pay; there is the possibility of 
of an overprint if a card other than the earnings card were to be 
first in any group. 

When the earnings cards have been collated with the file of 
name, summary, and deduction cards, they are summarized. The 
summary cards are proven at once. They are tabulated by ter- 
minals, and are proven by adding the totals of net pay, O.A.B., 
U.C.L., total deductions, and withholding tax. The sum of these 
should be the same as the gross pay. By proving them by termin- 
als, detection of any errors will be simplified. This, of course, 
proves only the current totals. Totals to date cannot be proven 
until the final register has been completed. 


Payroll Checks and Bank Reconcilation Cards 


Payroll checks are printed from the name, summary, and de- 
duction cards, merged in that order. After summarization, the 
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cards are separated 
and the name and de- 
duction cards merged 
with the new summary 
cards for check writ- 
ing. This isa compara- 
tively rapid process, as 
the tabulator will print 
approximately five 
hundred checks in one- 
half hour. A payroll 
check is shown in Ex- 
hibit 4. 

Upon completion of 
the payroll checks, the 
new summary cards 
are sorted out and 
from them a debit 

, bank reconciliation 
card is reproduced. In- 
to this card it is only 
necessary to punch the 
employee number, 
date, and check 
amount, This informa- 
tion, being already in 
the summary card, 
may very easily be re- 
produced into a bank 
card. It is also desir- 
able to punch into the 
card the check num- 
ber. This number is 
reproduced from a 
consecutively num - 
bered file of punched 
cards that are used 
each week for this 
purpose. Since the 
check number is a five 
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digit number, a file of consecutively numbered cards from 000 
to 999 is used and the first two digits are gang-punched. 


Payroll Registers 


The payroll register, which is a listing of the entire earnings of 
all employees, is made out weekly on the form shown in Exhibit 5. 
It will be noted that one section is labeled “Current Week” and 
another “Totals to Date.” In the former columns the earnings 
and deductions for the latest payroll period only are shown. If 
an employee did not work in this period, there will be no figures 
shown in this section. In the total-to-date columns will be shown 
the entire earnings, total deductions of O.A.B., withholding tax, 
and present bond balance. With the exception of the latter, they 
will be accumulated totals from the first payroll period of the cal- 
endar year. These totals are shown for each employee, for each 
terminal, and for the entire company. Entries for the weekly pay- 
roll are made to the general ledger from this register. Terminal 
and company totals are shown in blocks at the foot of the register. 

From the total labeled “Net Pay” at the bottom of the form, a 
check is made out and deposited to the company’s payroll account. 
A check for the total amount of tax is deposited to tax account. A 
record of the weekly O.A.B. and U.C.I. totals is kept. These 
amounts are the émployees’ deductions and are payable to the Gov- 
ernment when filing the social security report quarterly, The totals- 
to-date are shown for convenience in checking the social security 
report and individual employee’s earnings record. These figures are 
also a means of telling when an employee is about to reach $3,000, 
thereby necessitating special attention and the proper coding of the 
employee’s tax exemptions from that point. 

The payroll register is made from a listing of the employee’s 
summary cards. Since there are no names or department numbers 
punched into these cards at this point, they are matched with the 
name cards, and the department numbers and names are repro- 
duced from the name cards into the summary cards. The sum- 
mary cards for employees not receiving pay during the current 
payroll period are remoyed from the file and merged with the cur- 
rent week summary cards. These cards are then used to list -the 
payroll registers. The totals of the register are then proved and 
the register filed in a permanent binder. 
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amount is to be credited to the various types of deductions—Blue 
Cross, Red Cross, bonds, loans, etc. The cards are sorted by the 


type of deduction and listed in such a manner that totals are given 


for each 
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proper accounts. This deduction register is the record of de- 
ductions of each’ employee, since all deductions are lumped into a 
single total on the register. However, it will be noted that the de- 
ductions are itemized on the employee’s check stub. 


Expense Distribution 


Exhibit 6 shows the Expense Distribution Report. It is from 
this report that the bookkeeper can determine on which amounts 
workmen’s compensation is to be paid on the various types of em- 
ployees. Gross pay, straight time pay, total hours, and the number 
of employees is shown for each of the general ledger classifica- 
tions. Since workmen’s compensation is paid at various rates for 
different types of occupation, the value of the report is apparent. 
This report is also used in the preparation of the annual Interstate 
Commerce Commission report which is required of all Class 1 
motor freight carriers. The distribution of the entire payroll re- 
quires about fifteen minutes. 

It has been found that if the names and the code numbers of the 
employees are printed on the time cards by the tabulating depart- 
ment, mistakes in coding can be practically eliminated. For this 
reason, the name cards of employees who are paid on an hourly 
basis are selected by means of prepunched finder cards. These 
are then printed by the tabulator on continuous form time cards. 
This also saves the time which would otherwise be used for coding 
the time cards by hand. 


Monthly Payroll Bank Reconciliation 

Debit bank reconciliation cards are prepared after the printing 
of the payroll checks each week. Outstanding cards from the pre- 
vious month and all cards for the month being reconciled are 
sorted on check number. The payroll clerks have in the meantime 
checked the bank statement of the payroll account and sent the 
cancelled checks into the tabulating department for punching. 
These cards are punched with check number and amount only. 
They can be sorted in the same manner as the debit file and used 
to pull the paid checks from the file by means of the collator. After 
the collation, the remaining cards will represent checks outstanding 
and unpaid by the bank. The cards representing paid checks, both 
debits and credits, are listed, and the totals—both should be the 
same—may be reconciled to the total of the checks paid by the 
bank according to their statement. The unpaid checks should be 
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listed and the total for these should agree with the reconciliation 
made by the accountant. The collator is wired to detect all errors 
in punching. This is desirable as the credit cards are not-verified. 
Credit cards incorrectly punched will be rejected and will have to 
be corrected. 


Individual Employees’ Earnings Record 


An individual record of each employee’s earnings for the year 
(Exhibit 7) is sometimes helpful to the bookkeeping department. 





InprvipvaL Empiovee Earnincs Recorp 


M & M TRANSPORTATION COMPANY, SOMERVILLE, Mass. 
EMPLOYEES EARNINGS RECORD 
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Exar 7 


This is particularly true if it becomes necessary to look up the 
weekly earnings of an employee for the past year when an em- 
ployee has a workmen’s compensation claim on file. Except in 
cases such as this, when employees’ earnings must be itemized by 
weeks, the payroll register will normally serve the purpose. 

The weekly earnings cards are sorted on date and employee 
number, and listed on individual sheets. The earnings record is 
made out semiannually and requires about ten hours of machine 
time twice a year. 


Federal and State Social Security Reports. 

The speed and accuracy of the punched card method of pre- 
paring payroll is nowhere better demonstrated than in the prepara- 
tion of these quarterly reports. Both state and federal forms are 




















AUGUST 15, 1947 1529 


made from the weekly summary card, so it follows that once this 
card has been completed and proved, the social security report may 
be started. 

It will be noticed that one of the fields of the summary card is 
labeled “Quarterly Gross Pay.” At the start of each quarter the 
total of the previous quarter punched in this field is omitted. The 
earnings of each employee is then accumulated in this field so that 
when the last payroll for the quarter has been completed, the 
amount punched in the last summary card is the total earnings of 
the employee for the quarter. From these cards are reproduced a 
set of cards containing name and this quarter’s earnings: These 
cards are then merged with the employee name cards and by auto- 
matic reproduction receive social security numbers. In approxi- 
mately one-half hour the cards from which the report will be made 
are completed. These cards are then listed on the federal and state 
forms and balanced to the control for the quarter. In less than 
three hours these reports have been completed! 

However, while the method outlined above will work admirably 
for the first quarter, as soon as employees start exceeding the 
$3,000 limit, complications set in. It is now that the value of a 
payroll register, showing the gross earnings of each employee from 
the first of the year, becomes apparent. At the end of each quarter 
we have merely to scan the last register and pick out those em- 
ployees who have earned more than $3,000. If there are but a 
few of these, the amounts in excess of $3,000 may be subtracted 
from the quarterly earnings by hand, and a new summary card du- 
plicated with the net amount, for use in making the social security 
report. During the last quarter numerous employees will fall in 
this category. When this situation develops, a completely mechan- 
ical means of compiling the taxable quarterly earnings will be 
found to be more practicable, since such a method will eliminate 
the possibility of error always found in a manual operation. 

It is suggested that cards be punched from the payroll register 
with the wages in excess of $3,000 for all employees who have 
passed the limit. These cards should be punched as credits. The 
summary cards, showing the entire quarterly earnings, will be the 
corresponding debits. The two cards may be matched with the 
collator and once merged may be resummarized for a taxable quar- 
terly earnings total. In cases where an employee reached the 
$3,000 limit the previous quarter, his wages in excess of this 
amount will be higher than his earnings for the quarter being com- 
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puted with the result that, the credit card being higher than the 
debit, his new summary card will be punched as a complement 
total. These may be removed by sorting for a “9” in the left-hand 
digit of the amount field. They should then be reproduced with no 
amount so that only the employee’s name and social security num- 
ber will be listed on the report. All other cards will be punched 
with the correct taxable quarterly earnings. 

Since names may not be summarized without an alphabetic sum- 
mary punch, the old summary card should be removed and used to 
reproduce both name and social security number into the new 
summary card. 

Controls may be established by removing all summary cards in 
excess of $3,000. By means of the collator a blank card may be 
merged with each summary card. The tabulator may be wired so 
that the summary cards will be added into a counter and for each 
blank card $3,000 will be subtracted. The resulting computation 
will be a total of wages in excess of $3,000 for the year to date. 
These should be established by state and subtracted from the gen- 
eral ledger totals of entire wages for the quarter by state. The 
net will be a proper control for proving the social security report. 


Federal Withholding Tax Reports—W-2’s 

Normally, in tabulating procedure, a definite manner is devised 
for punching a card to be used in the preparation of a given re- 
port. The layout of the form is then made to conform to the 
punching of the card. However, in preparing the federal with- 
holding tax report, a form supplied by the Government, or printed 
to conform to specifications established by the Government, must 
be used. The federal authorities change this form from year to 
year. Accordingly, each year the card, and therefore the method 
of producing the card, must be devised to fit the layout of the 
W-z2 form, a practice directly opposite to normal tabulating pro- 
cedure. For this reason, no definite system for preparing this re- 
port can be outlined. However, the flexibility of punched card 
accounting machines is such that if the spacing of the form con- 
forms to the printing mechanism of the tabulator, means may be 
devised whereby the forms may be printed. Since the Government 
is among the largest users of this type of equipment, most of its 
forms will meet this requirement. 

The summary card, punched with a proven total of gross wages 
and withholding tax deductions, may be used for preparing this 
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report. A card may be reproduced punched with these totals and 
the employee’s name and social security nurnber. From this card 
the W-2 form may be printed. If it is desirable to print the ad- 
dresses on the forms as well, in the tabulating department, address 
cards may be punched and used for this purpose. Otherwise ad- 
dresses will have to be printed with a typewriter, addressograph, 
or some such other machine. 


Conclusion 

It will be noted from the foregoing that once a card has been 
punched, there are countless reports that can be prepared from this 
single document. It has been our experience, and perhaps that of 
other companies, that even after certain records are apparently 
obsolete, it occasionally becomes necessary to prepare a report 
based on information which was accumulated during recent years. 
With ordinary types of payroll systems, it would be necessary to 
manually wade through several thousands of time cards to prepare 
such a report, whereas with punched card accounting, one merely 
has to obtain the cards from a dead storage file and rerun them in 
a different manner to obtain the necessary data. 

In writing this article it has been my endeavor to show some of 
the advantages in using punched card methods in preparing the 
payroll. I do not hold up the methods I have outlined as a shining 
example. It is my firm belief that no tabulating routine is perfect. 
Any and all can be improved. There will be those who look ask- 
ance at some of the steps I have described. Well they may! I, 
myself, have changed steps in the routing at least twice a year so 
that time requirements may be shortened. I have no doubt that I 
shall continue to find ways and means of improving my methods. 
To me, such changes illustrate only too clearly further advantages 
incorporated through the flexibility of punched card accounting 
procedures. Even though the methods in use may meet the full 
requirements of time and accuracy imposed upon the tabulating 
department by management, to know that there are available, 
merely for the finding, further means of shortening and improving 
routines furnishes a goal, the striving for which can do much 
toward breaking up the monotony of a job which otherwise would 
be very boring indeed. Furthermore, management takes pride in 
the efficiency with which its various departments function. If it is 
shown unexpected improvement from time to time, this will do 
much towards increasing its confidence in accounting methods. 





COSTS FOR PLANNING PURPOSES 
by WALTER A. HOLT, Assistant Secretery-Treasurer, 
Seeger Refrigerator Co., Evansville, Ind. 


HERE WAS a time when the cost accountant was looked upon 

in industry primarily as a recorder of actual costs or a financial 
historian. His tabulated and assembled data were helpful in eval- 
uating progress over prolonged periods and in those cases where 
competition was not too severe it was useful as a guide in the 
determination of selling prices. 

More recently, the cost accountant’s technique has been applied 
to the constructive day-to-day operation of the business. Through 
the development of budgetary and standard cost procedures, cost 
accounting has assumed an essential role in the actual reduction 
and control of operating expenses. With the trend toward greater 
capital investments, greater volume, and low unit profit margins, 
those in responsible positions must know the results of their activi- 
ties and must keep operating costs at reasonable levels. The cost 
accountant, therefore, has a very close relationship to the operating 
or production phase of the business as well as to its management. 

Another service that cost accounting can offer, but one that is 
not so widely applied, is ‘hat of assisting in the forward planning 
of the company’s activities. This involves the application of cost 
analysis to a set of assumed conditions rather than to actual facts. 
Activities in this field will include but not be limited to the fol- 
lowing : 

1. Product determination and design. 

2. Equipment selection. 

3. The ‘determination of the desirability of manufacturing 
or purchasing component parts and assemblies. 

4. The economic advisability of further plarit expansion. ° 


Product Determination and Design 

Determination of product design can be a long or short run prob- 
lem. If it is a question of product selection or major change, 
the planning may be several years in advance, On the other hand, 
if the design changes are minor and affect a product now in pro- 
duction, the planning will have immediate results. Our company 
is engaged primarily in the manufacture of household refriger- 
ators. The cost department works very closely with the engineer- 
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ing department and laboratory in their product development work. 
We have found it practical to assign full-time cost accounting 
personnel to this type of work. The engineers will complete pre- 
liminary drawings on a proposed change in the models which will 
be turned over to the cost accountant for analysis, If the change 
is major, it may necessitate his combining his effort with those 
of the production planning division in the determination of facilities 
available, special tool costs, operation routings, time elements, and 
job evaluation. Purchasing must also be brought into the picture 
for estimates or quotations on new parts and materials. The cost 
accountant must coordinate the data of these departments and 
come up with an assumed cost of the new product. If the product 
will not be competitive, it must be changed. Many changes and 
new estimates will be made before the final decision is reached that 
the product incorporates the ideas that the engineers desire, as 
well as permits an economical manufacturing cost. 

During the period of the development of new models in the 
laboratory, the engineers will make many detailed requests for 
cost analyses. They may have two designs of cabinet shelf mount- 
ing studs, for example, and wish to know which is the more eco- 
nomical to manufacture. The difference in cost may be only frac- 
tions of a cent, but we know that small premiums accumulated 
throughout the refrigerator can be of tremendous importance in this 
highly competitive selling field. This procedure permits many sav- 
ings other than those in direct product cost. If an idea is proven un- 
economical at an early stage, it can be dropped before it has gone 
beyond the rough planning period. If it is not detected early, 
it may be belt upon by other departments and if then rejected, 
it creates a considerable loss of time and effort. The engineering 
and production planning organizations in all manufacturing com- 
panies are the nerve centers of the business and if the cost ac- 
countant can assist them in the effective application of their time 
and efforts, he has made a sound investment. 

The cost representative also sits in all regular meetings with 
representatives of the sales, production, and engineering depart- 
ments when they consider changes in design of the models then in 
production. He is responsible for evaluating the relative cost of 
proposed changes, taking into consideration obsoleted materials 
and equipment as well as direct manufacturing cost. 
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Equipment Selection 

Responsibility for the procurement of new equipment normally 
resides with the production planning division but the cost account- 
ant can be of some assistance in determining first, if the invest- 
ment is necessary and second, if necessary, the most economical 
type to procure. If the proposed equipment replaces existing equip- 
ment, a direct cost comparison can be made between the new and 
the old of the required machine hours for the performance of 
the job. Indirect maintenance and operating cost must be eval- 
uated as specifically as the cost records, experience, and forecasts 
will permit. Machine life must also. be evaluated and frequently 
company policy is a determining factor where it specifies that new 
equipment must pay for itself in a fewer number of years than 
the normal machine life. 

After the equipment is procured, cost analyses should be made 
to determine if the proposed savings are actually realized. ‘These 
analyses may be helpful in securing more economical operations 
or if it is found that errors were made in the original estimates 
and that the equipment will not produce as scheduled, the data 
will be helpful in the making of future purchases. It will also 
create 4 greater feeling of caution and responsibility if it is known 
that the procurement record is being reviewed. 

In the event of a major plant rehabilitation such as that ex- 
perienced by many companies following the period of war pro- 
duction, detailed cost analysis as outlined above is not practical. 
However, with the return of competitive conditions, each addi- 
tional investment in capital equipment can and should be subjected 
to very thorough cost analysis. 


The Decision to Manufacture or Purchase 

Many factors besides cost will be evaluated in the determina- 
tion of whether a part or subassembly should be purchased or 
manufactured, but since cost is one of the more important items 
the cost accountant can be of real service. Quotations from poten- 
tial suppliers are relatively easy to obtain. Against these must 
be offset the cost of manufacture which may be much more dif- 
ficult to obtain, particularly so if’ the part in question involves 
production processes not ordinarily employed in the plant. How- 
ever, by breaking the product down into its component material, 
labor, and burden elements, a very realistic estimate can usually 
be made. Burden is generally the most difficult to estimate. Some- 
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times a marginal cost may be used. In other instances, complete 
new facilities and added skilled personnel may be required, in 
which case it is risky~to assume any manufacturing advantage 
other than a possible saving in freight cost. Caution must be 
exercised in order to avoid over-simplification of the existing 
manufacturer’s production problems. The potential gains through 
manufacturing are (1) savings in burden and administrative ex- 
pense, (2) savings in delivery cost, and (3) elimination of the 
vendor’s profit; all of which must be offset against (1) added 
cost in the plant arising from limited volume, (2) the inevitable 
losses in the initial production period, and (3) the added risk 
resulting from increased plant investment. A cost analysis of these 
factors will not be conclusive in itself, but it will bring to light 
many items which should be considered aside from those of cost. 

Even though the manufacture of a part is not contemplated, 
relationships with suppliers may be such that an accurate cost 
analysis may be very helpful to the purchasing agent in placing 
business at a fair price. Estimates may be made of the cost of 
component parts as a means of determining the reasonableness of 
supplier quotations. Some of the ordnance offices followed this 
practice in their procurement of war products. It is especially 
helpful where the product is manufactured to special design and 
competition has not had a chance to force the price to its natural 
level. 


Plant Expansion 

Plant expansion may be of two types: (1) an enlargement of 
facilities for the production of an existing product for which 
demand has outgrown capacity to produce, and (2) the provision 
of facilities for the manufacture of finished products or sub- 
assemblies not previously manufactured. Assuming there will be 
real and sustained demand for added volume of an existing prod- 
uct, the cost analysis is not difficult. Differences in cost resulting 
from variations in general price levels, and more efficient equip- 
ment are the only unknowns and cost can be forecast with as 
much accuracy as for the existing facilities. Here again, the 
cost accountant must determine what the marginal cost will be. 
He must evaluate the effect of the increased production upon 
existing fixed and semifixed costs. 

Where the manufacturer of products not previously manufac- 
tured is contemplated, much more extensive planning is required. 
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The technique would be the same as that outlined previously and 
would cover (1) the costing of bills of material with bona fide 
quotations furnished by the purchasing department in as many 
cases as possible, (2) the determination of direct labor costs from 
time elements and rates furnished by the standards department, and 
(3) the determination of burden costs from comparable historical 
data where available or from an objective analysis of proposed 
conditions. Full consideration must also be given to special equip- 
ment and tools as outlined by the production planning division. 
Here again, many factors other than costs will determine the rea- 
sonableness of further plant expansion. However, it is possible to 
provide cost data which will permit management to evaluate costs 
as reliably as the many other elements which must be considered. 


Conclusion 

Too much has been written by cost accountants bemoaning the 
fact that management does not recognize cost accounting for its 
true value. After all, management is trying to produce a quality 
product at an economical cost and if cost accounting can assist 
in meeting this objective, its place will be assured. The burden is 
upon the accountant to prove his worth. The manager can recog- 
nize the need for a service, but lacking the technique he cannot 
say how it should be performed. There are many opportunities 
for cost accountants to take the initiative where they will receive 
commendation for their efforts. If we build the mouse trap, we 
shall not have to worry about the path being beaten to our door. 
Assisting in the long run planning phases of the business is one 
method by which the cost accountant can demonstrate the value of 
his services. 
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FOREWORD 


If asked “Which costs are included in inventories and which costs are 
charged against revenues without passing through the inventory accounts?” 
most accountants probably would reply that “All production costs are 
charged to inventories and all selling and administrative costs are charged 
to profit and loss.” However, when one examines in detail the cost classi- 
fication practice of a number of companies, a surprising degree of varia- 
tion is found in the treatment accorded specific cost items. Hence this 
study was planned to obtain a clearer picture of current practice with re- 
spect to what costs are included in inventories and what costs are excluded. 

The results bring out once again the individual character of accounting 
systems and the extensive adaptation of costing plans to the methods of 
operation, form of organization, and viewpoint of management found in 
each company. 

Cirnton W. Bennett, Chairman, 
Committee on Research. 
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COSTS INCLUDED IN INVENTORIES 


pee apes accounting has been described as the process of 

matching costs with revenues to determine periodic profit. In 
this process a major problem is the distinction between those costs 
which cttach to the product and are applied against revenues only 
as the product is sold and those costs which are charged directly 
against income without entering product inventories. 

Accounting literature is replete with discussions of the basis for 
inventory pricing, with cost generally recognized as the primary 
basis. The question of what is included in cost for inventory pric- 
ing purposes has not received equal attention. This study was un- 
dertaken for the purpose of determining from actual practice the 
types of costs which companies are including in inventories. It is 
primarily factual and does not seek to appraise the various methods 
found in use. 


A Problem in Use of Costs for Profit Determination 


A consideration of what costs are included in inventories calls 
for classification of costs into two groups, (1) those which follov 
the product through inventories (here called product costs), and 
(2) those which are directly applicable against income of the period 
without assignment to inventories (here called period costs). Costs 
are not inherently product or period charges but are classified as 
such for accounting purposes. 

This classification is primarily useful in organizing the accumu- 
lation of data needed to prepare financial statements.* From the 
income statement point of view, the problem of distinguishing be- 
tween product and period charges is essentially one of timing the 
charges against revenue. For this purpose inventories are an es- 
sential means for carrying costs forward until the corresponding 
revenues accrue. For other purposes such as cost control, prepara- 
tion of budgets, or pricing, the problems of cost classification may 
be quite different. The following discussion will therefore be based 
upon the premise that the determination of inventory and profit 
figures is the principal purpose for which this classification is to 
be used. As such it will be limited to cost assignments carried out 


* Thus, for distribution costs may be allocated to products for 
die geceeite at tects hich ppetioay to engheniee in selling, but the dis- 
tribution costs are not included in inventories displayed on the balance 
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on the books for determining the cost of inventories which appear 
in the balance sheet and it will not extend to other cost distribu- 
tions which may be made for managerial purposes.* 









Method of Procedure b, 
While some companies assign costs in their entirety to either | 
product or period charges as the costs are incurred or accrued, | 
other companies use accounting methods which charge to inven- ~~ 
tories only the standard, predetermined, or normal amount of costs | 
and accumulate in variance accounts any amounts not thus absorbed 
in inventories. These unabsorbed cost balances may subsequently be 
divided between inventories and period accounts or they may be 
entirely excluded from inventories. In addition, costs which have 
been charged to inventory accounts may later be excluded from the 
inventories by removal to period accounts through inventory cost | 
adjustments of various kinds. 

The study therefore has been divided into three parts as follows: 


I, Division of costs between inventory charges and profit 
and loss charges. 
II. Classification of unabsorbed costs. 
III. Classification of inventory cost adjustments. 
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Part I deals with the treatment of selected borderline cost items 
in order to determine company practice in drawing a dividing line | 
between manufacturing costs charged to inventories, and costs of 
distribution and administration charged periodically to profit and 
loss without passing through inventories. Part II considers the 
disposal of items which are initially excluded from inventories as 
unabsorbed cost balances, and Part III deals with the classification 
of inventory cost adjustments. 

In this study, information with respect tv company practice was 
gathered by a series of field interviews supplemented by a ques- ~~ 
tionnaire study. The interview method was chosen because it pro- 
vided opportunity to gain information concerning the factors which 















to allocate costs between years. Thos, certain ree are charged 
at their incurrence to capital asset, deferred charge, or prepaid expense 
accounts. Later, as these enter the stream of costs, are classified 
either as costs entering inventories or as costs against the — 
current period. In this study we are concerned only with the problems of 
cost classification at the point where the stream of | is divided between 
those costs admitted to inventories and those which are charged against 
revenues of the year. 











= Of ss 8 0 0 


of ac. 





~ 
REaSAaRG 


BE 


BBERSASBR FT? G 


AUGUST 15, 1947 


influenced each company to adopt the specific methods it employs. 
Since the interview method could be applied to a limited number of 
companies only, mail questionnaires were also employed to give a 
broader sample of practice so that some generalizations could be 
drawn as to prevalance of the various methods reported. Informa- 
tion obtained by the interview method was transcribed to ques- 
tionnaires to facilitate tabulation, and hence all references will be 
to questionnaires in the remainder of the study. 


Costs Included in Inventories 

The study shows considerable variation in practice, both in the 
inclusion in or exclusion from inventories of certain items and in 
the classification of the excluded costs. Thus packaging, storage, 
and shipping costs are sometimes regarded as additions to inven- 
tories and sometimes as distribution costs. Expenditures for re- 
search and development activities and for royalties are other costs 
which may be added to inventories or charged off without passing 
through inventories. While administrative expenses are ordinarily 
thought of as period charges, it was found that a sizeable propor- 
tion of the companies covered in the study absorb at least some 
portion of administrative expense in inventories. The disposal of 
variances from standard costs and unabsorbed burden balances are 
other problems in inventory accounting which have often been dis- 
cussed by accountants. The widespread practice of charging cost 
of sales with a variety of costs excluded from inventories and with 
inventory adjustments raises a question of interpreting the result- 
ing cost of sales and gross profit figures which appear in the profit 
and loss statement. 

The significance of these findings varies with the amounts of the 
expenses in question and with the size of the inventories normally 
carried. Where these are small, the classification of costs is largely 
a matter of managerial preference for control purposes. However, 
where inventories are large, variations in the classification of costs 
between inventory and period charges may have a substantial 
effect upon both income statement and balance sheet. 


I. Division oF Costs BETWEEN INVENTORY CHARGES AND PROFIT 
AND Loss CHARGES 

The first step taken in the study was to select several representa- 

tive activities which fall in the borderline area between manufac- 

turing and distribution, in order to determine the location of the 

cut-off point before which costs are charged to product and subse- 





1580 N.A.C.A. BULLETIN 


quent to which costs are currently charged against income. For 
this purpose, costs of packaging, shipping, storing finished goods, 
transportation to field warehouses, and shipping and storage 
charges on interdivisional shipments were chosen. Certain other 
costs which are sometimes treated as product costs and sometimes 
as period costs were also studied. These were research and devel- 
opment costs, royalties, a selected list of service department costs, 
administrative salaries, and other administrative costs. The specific 
items selected do not comprise an exhaustive list and costs of vari- 
ous other activities might, with equal justification, have been in- 
cluded in the list, but because the number of items which might 
have been included for study was so great, it was thought best to 
make the study representative rather than complete. However, 
companies replying to the questionnaire were requested to report 
any additional manufacturing costs excluded from inventories and 
also any additional nonmanufacturing costs included in inventories. 
While relatively few companies reported such items, the replies 
received at least indicate the type and range of other costs not 
specifically treated in this study. 


Costs of Packaging Product 

For purposes of the study, packaging was defined broadly to 
include use of all types of containers, boxes, and shipping crates. 
Packaging costs include the costs of these containers together with 
the direct labor and overhead applicable to the packaging operation. 
The product is packaged at various points between completion and 
shipment, according to the nature of the product and the practice 
of the specific company. Since it might be expected that the loca- 
tion or time at which packaging takes place would affect the classi- 
fication of packaging costs, the question was subdivided to deter- 
mine how packaging costs are classified, first, when the goods are 
packaged as they are manufactured, and second, when the goods 
are packaged at the time of shipment. In most cases, packaging 
operations performed during the process of manufacture take place 
before the goods are transferred to the finished goods inventory, 
whereas packaging operations performed at time of shipment take 
place after transfer to finished goods inventory. Many companies, 
of course, have packaging at both stages. 


Packaging Costs When Goods Are Packaged as Manufactured 
From a total of 150 companies replying to the questionnaire, 106 
reported that they package their goods during the manufacturing 
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process. All of them charge to manufacturing costs entering in- 
ventories the costs of packaging operations performed during the 
process of manufacture. 

Packaging operations performed during the manufacturing 
process are usually of two types. The first of these is one which 
prepares the product for retail sale. For example, breakfast cereal 
is put in packages, corn syrup in bottles, and poultry feed in sacks. 
The second occurs when the product is placed in a standard ship- 
ping container. Thus washing machines are crated and rolls of 
roofing are covered with paper. The packaging is usually a final 
operation in the manufacturing process and the package or crate 
forms an integral part of the finished unit which is transferred to 
the finished goods warehouse or to the shipping department if there 
is no storage of finished goods. Costs of these packaging oper- 
ations are thus logically applied to the inventory along with other 
manufacturing costs. 


Packaging Costs When Goods Are Packaged for Shipment 

When goods are packaged at the time of shipment, there is no 
such uniformity in the classification of costs of packaging oper- 
ations. This may be seen in the following summary which repre- 
sents practice in treatment of packaging costs incurred at time the 
goods are shipped. 

34 companies charge packaging cost to manufacturing over- 
head applied to inventories. 
36 companies charge packaging cost to distribution expense 
applied against current income. 

The remaining 80 companies of.the 150 answering the question- 
naire do not have packaging operations at the time of shipment. 

Replies to the questionnaire indicate that where packaging costs 
incurred at the factory are applied to the inventories, the charge 
is made through inclusion of packaging expenses in overhead along 
with other indirect factory expenses. Overhead, including packaging 
costs, is then applied to product going through the factory during 
the period. Thus, the inventories of both work in process and 
finished goods contain an element of cost which was incurred for 
the benefit of goods no longer in the company’s possession at the 
inventory date. However, assuming that the beginning and closing 
inventories are costed on a comparable basis, the effect on periodic 
profit will be small unless there is a substantial change during the 
period in the size of the inventories. 
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Those companies which treat packaging costs at the time of ship- 
ment as a charge against current income point out that such pack- 
aging consists of placing the product (which perhaps has previously 
been packaged for merchandising) in shipping containers and 
using protective materials around the goods in accordance with 
carrier, customer, and insurance requirements for transportation. 
Here the packaging expenses are classified as distribution costs 
which are period charges. 

From the data gathered in this study it is apparent that packag- 
ing includes a variety of different operations which take place at 
different stages in the process of manufacturing and distribution. 
Hence the problem of classifying packaging costs is one in which 
the nature and sequence of operations in each specific case must be 
considered. When both packaging costs and the inventories are 
large, the classification of packaging costs may have a significant 
effect on the reported profits for the period. 


Shipping Department Costs 
Shipping represents a step beyond packaging. A preliminary 
survey indicated that the classification of shipping costs incurred 


at field warehouses and sales branches might be expected to differ 
from the classification of such costs incurred at the factory. Com- 
panies replying to the questionnaire were asked to report separately 
their practice at the two locations. The results appear below: 


Classification of shipping costs incurred at the factory 
No. of 


companies 
Charged to cost entering inventories 
Charged to cost not entering inventories 


Total number of companies answering questions.. 145 


Classification of shipping costs incurred at field warehouses or 
sales branches 


Charged to cost entering inventories 
Charged to cost not entering inventories 


Total number of companies answering question. .... . 
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That shipping cost incurred at the factory is really a borderline 
item is apparent from the evenness with which practice is divided. 
On the other hand, shipping costs incurred at field warehouses or 
sales branches are, with few exceptions, classified as a period cost 
by those comoanies replying to the questionnaire. 

It appears that the location of the shipping department at the 
factory and «way from the sales or general office has frequently 
resulted ir <ne inclusion of shipping costs in general factory over- 
head and their application to inventories through the overhead rate. 
Such classification may be based on bookkeeping convenience, or 
on a desire to ciassify costs in terms of responsibility for control 
as described later. 

This conclusion is strengthened by the fact that only six com- 
panies which charge factory shipping costs to inventories also 
charge inventories with shipping costs incurred at field warehouses. 
On the other hand, 19 companies which charge factory shipping 
costs to inventories do not follow the same practice at field ware- 
houses, but instead charge shipping costs incurred away from the 
factory to distribution expense accounts. The remaining 44 com- 
panies charging factory shipping costs to inventories do not have 
field warehouses. 

As with packaging costs, this practice of treating shipping costs 
as a manufacturing cost charged to inventories results in deferring 
to a future period some expense incurred in connection with goods 
which have been sold and shipped at the inventory date. However, 
one company reports that it treats shipping department expenses 
as direct charges to orders in most cases. 

Three companies reported that they consider shipping expenses 
to be manufacturing costs, but exclude this item from inventories. 
These companies ordinarily move their product directly from the 
production line to freight cars and transfer both other manufac- 
turing costs and shipping expenses to cost of sales as the goods 
leave the factory. 

The basis for classification of shipping expenses as period costs 
has been stated as follows by one company accountant: “Factory 
cost ends upon delivery of merchandise to the finished goods ware- 
house.” This probably is a fair expression of the view held by the 
large number of accountants who do not include shipping costs 
in inventories. The adherents to this point of view are, as might be 
expected, relatively very much more numerous when the shipping 
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operation takes place at a location away from the factory. Most 
of the firms treating shipping department expenses as a period 
cost charge them to a selling or distribution expense account. 


Cost of Storing Finished Products 

The storage of finished products is an operation that falls be- 
tween the production of the goods and the distribution of them, 
In the questionnaire, companies were asked to report separately 
their practice in classification of storage costs incurred at the fac- 
tory and at field warehouses. 

When the finished goods storage takes place at the factory, prac- 
tice again shows a nearly even division of opinion in classifying 
warehousing costs as a product or as a period cost. This is seen in 
the following figures covering 123 of the 150 companies : 

No. of 
companies 
Costs of storing finished goods at factory classified 
as manufacturing cost entering inventories 
Costs of storing finished goods at factory classified 
as charge against revenues of current period. ... 


Total number of companies reporting finished 
goods storage at factory 


Those firms charging factory warehousing costs to product in- 
ventories generally hold the view that warehousing is a part of the 
manufacturing process and that product costs should be accumu- 
lated up to the time of shipment. The firms reporting warehous- 
ing costs at the factory as a period charge follow the opposite 
point of view, that is, that the manufacturing process should be 
considered ended when the product comes to rest in the warehouse 
and subsequent costs should be classified as distribution costs. 

This division of opinion probably arises from the differing rea- 
sons for stoxing finished goods. In those cases where it is com- 
pany policy to manufacture for inventory in order to attain an 
even rate of operation and its consequent advantages of lower 
costs and regular employment, costs incurred for warehousing 
stocks of the finished goods might logically be considered costs 
of manufacturing. On the other hand, when stocks of finished 
goods are carried to aid the sales department in making prompt 
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deliveries, storage costs can be viewed as selling and distribution 
costs. : 

In a few instances the period classification was chosen primarily 
because there was no practical means of allocating warehousing 
costs to the various classes of products which are stored in the same 
warehouse. 

When the finished goods storage takes place away from the fac- 
tory, there is almost complete agreement on classification of the 
warehousing costs as a period charge. This may be seen in the 
summary below which covers the practice of 64 companies which 
reported their treatment of field warehouse storage costs: 


No. of 
companies 


Costs of storing finished goods at field warehouses 

« classified as manufacturing cost entering inven- 
tories 

Costs of storing finished goods at field warehouses 
classified as charge against revenues of current 


Total number of companies reporting field ware- 
house costs 


Among the 65 companies classifying factory warehousing as a 
product cost, 27 of them also have field warehouses, and 23 of the 
27 classify warehousing costs incurred at these field warehouses 
as period costs. The remaining four companies include both fac- 
tory and field warehousing costs in inventories. All companies re- 
porting factory warehousing costs classified as a period cost also 
classify field warehousing as a period cost. 

Of the 60 companies treating field warehousing of finished 
goods as a period charge, 58 classify it as a selling or distribution 
expense. This may be justified by reasoning that carrying mer- 
chandise stocks at distribution points is a service to customers and 
as such is properly viewed as a distribution cost. Two companies 
charge field warehousing costs directly to cost of sales. 


Costs of Transportation to Field Warehouses 


Not until finished goods leave the factory is there a clear ma- 
jority favoring classification of expenses as period costs. As with 
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warehousing costs incurred at branch warehouses, the prevailing 
practice is to treat as a period cost the expenses of transporting 
finished goods to field warehouses. This may be seen in the prac- 
tice of 78 companies summarized below : 


Costs of transporting finished goods to field ware- 
houses classified as : 
No. of 
companies 


Charge to warehouse inventories 19 
Charge to selling or distribution expense 53 
Direct deduction from sales 6 

78 


Total number of companies reporting 


Among the companies charging transportation to warehouse in- 
ventories, recoverability in selling price of the specific amount of 
freight appears to be a factor governing classification of the trans- 
portation cost. For example, one of the companies allocating 
freight to branch warehouse inventories does so because its prin- 
cipal product is priced to include freight to the points where the 
customer takes delivery. However, freight on repair parts, for 
which a uniform price is maintained, is classified as a period cost. 

Where the selling price does not contain such a specific amount 
of freight, the freight cost is generally classified as a selling or dis- 
tribution cost. When the merchandise leaves the factory, most of 
these firms probably consider the goods to enter the process of dis- 
tribution to customers and classify accordingly all costs incurred 
during this stage. Conservatism in inventory valuation is doubt- 
less another factor which leads to exclusion of such costs from 
inventories. However, one company which adds transportation to — 
inventories states that it does so because “We feel that goods at 
branches have that much additional value in them.” 

It will be noted that six firms deduct freight on shipments to 
field warehouses from sales. The reason for this has been given 
by one company as follows: 


“Because this corporation has a number of manufacturing 
divisions shipping similar products into the same market 
areas, the corporation has adopted the policy of deducting 
from sales the transportation and warehousing expense in- 
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curred in transit in order that all divisions will be on a com- 
parable basis when related sales are compared.” 


Shipping and Storage Charges on Interdivisional Shipments 
It is to be expected that in the case of integrated companies in- 
terdivisional transportation and storage charges would be treated 
as product costs. The figures below bear out this expectation. 
No. of 
companies 
Interfactory transportation costs : 
Added to inventories 
Excluded from inventories 


Total number of companies answering ques- 


Interfactory storage costs: 
Added to inventories 
Excluded from inventories 


Total number of companies answering ques- 


42 


Thus, it is seen that where the finished product of one factory 
becomes the raw material of a subsequent factory, interplant trans- 
portation and storage charges are regarded as product charges in 
all but a small number of instances. This practice is consistent 
with the idea that all costs of production incurred up to completion 
of the article in finished form are to be included in inventories. 

Among the companies excluding these costs from inventories are 
several reporting charges to distribution expense, because both 
finished products for sale and products for use by other plants are 
handled by the same shipping department without allocation of 
costs. 

In summary of findings with respect to costs of packaging, ship- 
ping, transportation, and warehousing, it may be said that these 
costs cannot be classified without considering the circumstances 
under which the costs arise in the individual case. When the costs 
are incurred before sale of the goods and the benefits received from 
such expenses are clearly to be found in the inventories on hand 
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at the balance sheet date, it is generally the practice to include 
such costs in inventories. On the other hand, costs incurred. for 
the benefit of goods which have been sold are more frequently 
treated as charges against periodic income. 

Packaging costs incurred during the process of manufacture and 
interdivisional storage and shipment costs are usually included in 
inventories by the companies replying to the questionnaire, while 
storage and shipping costs incurred at field warehouses are gen- 
erally treated as period costs. With respect to the classification of 
packaging costs incurred at the time of shipment, and storage and 
shipping costs incurred when the operations take place at the fac- 
tory, the replies to the questionnaire show marked variability in 
practice. From the information given in these replies, it appears 
that the latter costs are not infrequently included in factory over- 
head with other indirect charges, and thus, through the use of the 
overhead rate, charged to all goods worked on during the period, 
including goods still in inventory as well as goods sold. This means 
that some costs are deferred in inventory which were incurred for 
goods which have already been sold at the balance sheet date. 

This practice illustrates a conflict in classification resulting from 
the use of costs for different purposes. It appears that in many 
cases the inclusion in inventories of costs incurred at the factory 
has been based on responsibility for control of these costs, rather 
than on their classification for inventory and profit measurement 
purposes. Where the costs of packaging, shipping, and storing are 
incurred at a factory which is separated from the sales or general 
offices, the costs are often classified as manufacturing costs charge- 
able to inventories, because they are under the control of factory 
executives. The alternative of treating such costs as distribution 
expenses would result in holding the sales executives responsible 
for costs over which they have no control. 


Classification of Research and Development Costs 

In an earlier N. A. C. A, Research Study (N. A.C. A. Bulletin, 
Section III, March 1, 1939) it was stated that “Probably there is 
no group of expenditures about’ which there is less agreement as 
to its disposition in the accounts than the group usually designated 
as research and development costs. This arises not so much from 
disagreement among accountants regarding the principles involved 
as from a lack of any gener. agreement as to the purposes for 
which such expenditures are incurred. In the absence of any com- 
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pelling logic which would definitely indicate the disposition of these 
costs, accountants have followed quite different lines of reasoning 
with the result that there is little uniformity of practice in ac- 
counting for research and development costs.” The present study 
did not extend to a detailed classification of this group of costs, 
but was limited to determination of practice in the separation of 
research and development costs into product or period charges. As 
can be seen from the table below, opinion is strongly divided as to. 
whether or not research and development costs are chargeable to 
inventories. 
No. of 
Classification companies 


All research and development costs charged to inven- 


All research and development costs charged to period 
cost account 

Research and development costs divided between 
product and period cost 


Total number of companies reporting 


Answers to this question did not provide a more detailed break- 
down according to the specific types of research and development 
activities whose costs were included in each category. However, 
the following results from the earlier study cited above may be 
of interest here. 


No. of companies 


Purpose of research and development Product Period 
cost cost 


Improvement of present products 27 
Development of new products 33 
Development of new manufacturing 
18 
Development of new and special ma- 
chines 
Pure research 
Experimental testing of products 
Testing of raw material 
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In the current study the following reasons were given. for spe- 
cific company practices reported. 


For classification as a product charge : 


1. Research and development work is carried on in the fac- 
tory by same employees who work on current production. 
Amount of research and development costs is not large 
enough to justify separation. 

Expense is regular and recurrent; hence to charge the 
manufacturing costs currently is substantially accurate. 
Cost figures are more useful for pricing. 

Closer budgetary control is obtained when research and 
development activities are included in manufacturing ex- 
penses. 


For classification as a period charge: 

1. If included in inventories, very large expenditures coming 
at irregular times would cause undesirable fluctuations in 
product costs. 

Do not charge inventories with any réSearch and develop- 
ment expenditures because future benefits are too uncer- 
tain. 

Policy of conservatism preferred. 

Only those costs resulting in definite benefits, new prod- 
ucts, or patents should be capitalized; all other research 
and development costs are too uncertain to be included in 
product inventories. 

Research and development work not under manufacturing 
supervision. 


Classification of Royalties Paid 

Accounting practice with respect to classification of royalties 
paid is similar to the treatment of research and development costs 
in that the diversity.of opinion is wide. Furthermore there seems 
to be no clear-cut process of reasoning underlying the methods 
used in classification of royalties. The results from the question 
follow. 
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Classification of Royalties Paid 
No. of 

Product Cost companies 

As manufacturing cost entering inven- 

tories 37 

Period Cost 

As selling or distribution expense 

As administrative expense 

As direct charge to cost of goods sold... 

As other charge to profit and loss 


Period cost total 
Divided between product and period 


Total number of companies report- 
ing royalty payments 93 


In the questionnaire, information was requested covering (1) 
for what the royalties are paid, and (2) on what base the royalties 


are calculated. These factors were found to have no significant 
relationship to the method chosen in classifying costs as product 
or period charges. However, on the basis of comments received 
from reporting companies, the following generalizations can be 
made. 

1. When royalties are a relatively minor cost item, bookkeep- 
ing convenience is the chief factor determining their classi- 
fication. 

. When royalty payments are based on use of machinery, 
material, manufacturing processes, or units produced, the 
usual treatment is to charge the royalties to manufacturing 
costs. They thus become product costs. 

. When royalty payments are based upon units sold or dollar 
amounts received from sales, a direct charge to cost of 
sales is the most commonly used method. 


Service Department Costs 


In order to determine how costs of service departments are 
classified, questions were included in the present study to cover a 
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representative group of service departments which fall in the bor- 
derline area between product and period costs. The results for the 
150 companies are displayed in the table below. 


Classification of Service Department Costs 


Number of companies 
Divided 
between 
product No cost 
Department ing and of this 
ing i period = type 
costs reported 
. Cost department costs 7 o 
. General accounting depart- 
ment costs 6 
. Purchasing department costs 84 8 
. Timekeeping costs I 
. Personnel department costs. 101 16 
. Payroll department costs... 84 II 
. Inventory control costs 15 
. Production control costs... 117 3 


Here again it is found that no uniformity of practice exists. One 


might expect that general accounting would be classified as a non- 
manufacturing cost, and there is perhaps equally good reason to 
expect that the expenses of the cost accounting department would 
be classified as manufacturing cost. However, the classification of 
costs seems here to be affected to a considerable extent by organiza- 
tion lines. 

Many of the firms reporting indicated that their cost accounting 
departments were either a part of or under the authority of their 
general accounting departments and, in these cases, with a few ex- 
ceptions, no division of accounting department expenses between 
manufacturing and nonmanufacturing costs is attempted. Thus 
one firm reports that its cost accounting work is performed in the 
general office by the same employees who also keep the general ac- 
counts and most other company records. The company is too small 
to have a separate cost accounting department and management 
feels that any effort to separate the costs of keeping general and 
cost accounts would not be worth the effort and expense. 

In large companies, location of the employees often governs 
classification of the departmental cost. Salaries of employees at 
the factory are charged to manufacturing costs entering inven- 
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tories, and salaries of employees at the general office are charged 
to administrative expense which is a period ¢ost. 

The same observations apply to the other service departments 
covered in the study. In large companies, timekeeping, personnel, 
payroll, inventory control, and production control functions are 
usually carried on by separate departments located at and serving 
only the factory. Under these circumstances, costs of operating 
these departments are charged to manufacturing overhead. Among 
the companies reporting allocation of these costs between product 
and period accounts, it is common to find that separate timekeeping, 
personnel, and payroli departments are maintained for office and 
factory, and the costs are accordingly charged to administrative 
and manufacturing accounts respectively. Small companies usually 
maintain only single departments serving all employees and do not 
attempt to prorate the operating costs of these departments. In 
general, it may be said that the extent to which functions are dif- 
ferentiated and the related costs separated depends in part on the 
size of the company, and also upon whether or not a more detailed 
cost classification would be justified by the additional bookkeeping 
required. 

The marked division in classification of purchasing costs reflects 
the fact that some companies view this function as an administra- 
tive function, whereas others regard it as a manufacturing func- 
tion. To a lesser extent, the same remark applies to cost account- 
ing, inventory control, and production control. 


Classification of Administrative Salaries 

The reader of accounting literature finds that there are two 
schools of thought in. the treatment of administrative expenses, 
Viz. : 

1. The first, which is the traditional school, follows the view 
that administration is a separate function coordinate with 
manufacturing and selling. Since inventories are, by well 
established custom, composed of costs of manufacture 
rather than total costs of running the business while the 
goods are being made, administrative costs are usually 
treated as period charges. 

. The second follows the view that the two primary func- 
tions of operating a business are manufacturing and sell- 
ing, and that administrative costs are really incurred for 
the benefit of these two functions. Those who hold this 
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view would include in manufacturing costs (and inven- 
tories) an appropriate share of the general administrative 
expenses. However, some who subscribe to this theory 
limit the extent to which they carry the application of ad- 
ministrative expenses to manufacturing costs includible 
in inventories, because there is is no practical and accurate 
way to measure the relationship between most administra- 
tive costs and the divisions of the business benefited by the 
corresponding administrative activities. 

In practice, it seems that the possibility of associating adminis- 
trative activities directly with manufacturing determines the border 
line between administrative costs included in inventories and ad- 
ministrative costs charged to period accounts. Since executive 
salaries constitute the major item of administrative cost, the ques- 
tionnaire contained a question calling for the titles of executives 
whose salaries are charged to manufacturing costs entering inven- 
tories. Salaries of factory department supervisors and those of 
lower rank are, with few exceptions, classified as manufacturing 
costs so the reporting companies were asked to list only corporate 
officials or top executives whose salaries are included in product 
costs. 

The answers received indicated considerable variation in the 
definition given to the term “top executives.” Owing to the varied 
nature of the response, the results can best be summarized as 
follows : No. of 

companies 

No salaries of corporate officials or top executives treated 

as manufacturing costs entering inventories 55 
No salaries of executives above factory superintendent or 

plant manager (specific titles vary) treated as manu- 

facturing costs entering inventories 50 
Salaries of various corporate officers and other top execu- 

tives included in manufacturing costs entering inven- 

tories (see below for details) 


In order to indicate the type of inclusions in product costs cov- 
ered by the last group above, fhe following list of the titles of of- 
ficers and executives is given. 
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Entire salary included in product costs 

President (1 compatiy ) 

Corporate secretary who is chief chemist (1 company) 

Vice president in charge of production (21 companies) 

Vice president who is chief engineer (1 company) 

Vice president in charge of quality control (1 company ) 

Vice president in charge of research and development (2 
companies ) 

Vice president in charge of material procurement (1 com- 
pany ) 

Vice president in charge of industrial relations (1 company) 

Controller (2 companies) 

All executives except those in sales department (2 com- 
panies) 

All officials and executives (3 companies) 


Salary divided between product and period cost 


President (I company) 

General manager (5 companies) 

Controller (2 companies) 

Corporate secretary who heads cost department (1 company ) 
Secretary-treasurer (I company) 

Vice president in charge of manufacturing (1 company) 


In 17 additional cases replies stated that some executive salaries 
are charged to manufacturing costs entering inventories, but titles 
of the executives were not given. 

Several companies which have a central administrative office lo- 
cated apart from the manufacturing plants report all central office 
expenses classified as period charges while all salaries paid to 
administrative employees located at the plants are classified as 
product costs. 

In one case salaries of certain factory executives were classified 
as period charges to conceal the amounts of these salaries from 
factory cost department employees. 

It can be seen from the above that a substantial number of com- 
panies include in product costs the salaries of executives who are 
concerned primarily with manufacturing problems. Owing to the 
variations in the definition given to the term “top executives,” it 
seems likely that some of the companies reporting no administra- 
tive salaries included in product costs actually do include salaries 
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of factory superintendents and plant managers, but did not con- 
sider them within the “top executive” group. 

However, relatively few companies classify as product costs the 
salaries of executives who are not directly and principally concerned 
with production activities. 








Other Administrative Expenses 

Companies replying to the questionnaire were also asked to in- 
dicate whether or not any administrative expenses other than ex- 
ecutive salaries are included in inventories. The replies, tabulated ; 
below, indicate that ony a few include any such expenses in in- # 














ventories. | No. of 
companies ¥ 

No other administrative expenses included............. 143 
Other administrative expenses included: _ & 
All general and administrative expenses........ 2 : 





50 per cent of general and administrative expenses 1 
50 per cent of general and administrative expenses 
with exception of sales executives’ salaries.. 2 
15 per cent of all administrative expenses. ...... I 
“Headquarters division charges each operating 
division with a flat monthly sum representing 
an arbitrary allocation of salaries and ex- 
penses of headquarters executives concerned 
with production control”..............++. I 7 















150 






Several companies report the distribution of all administrative 
expenses to production orders, but under circumstances which re- 
sult in inclusion in inventories of little if any administrative cost in 
inventories. These companies manufacture goods on a special con- 
tract basis and carry practically no inventories of finished prod- 
uct. Administrative expense is applied to production orders at 
completion of the jobs in order to give profit or loss on each order. 


Other Costs Excluded from or Included in Inventories 

While the cost items previously discussed were expected to be the 
principal ones concerning which practice varies with respect to in- 
clusion in inventories, a further question was asked to bring out 
any additional exclusions or inclusions. No additional inclusions 
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were discovered, but out of 150 companies, 12 reported that the 
following types of costs are excluded from inventories. 


No. of 
Cost Items Excluded companies 
Direct labor and overhead (inventories stated at direct 
material cost) 
All overhead (inventories stated at direct material and 
direct labor cost) 
Various fixed charges 
Excess production costs incurred by new subsidiaries 
during period of getting established 


Companies excluding direct labor and overhead costs from in- 
ventory apparently do so because bookkeeping systems developed 
some years ago did not provide for charging these items to inven- 
tories and any change would now involve numerous difficulties. 
When certain overhead items only are excluded, the reason usu- 
ally seems to be a desire to remove the effect of fixed charges from 
inventory and gross profit figures. 


II. CLASSIFICATION OF UNABSORBED CosTs 


Cost Variances 

The previous pages have dealt with those costs which are treated 
as either product charges or period charges. There remains to be 
considered a group of manufacturing costs the entire amounts of 
which are charged to product by some companies while other com- 
panies carry only the standard or normal amount of such costs to 
inventories and treat the remainder as a period cost. The latter 
practice, is, of course, found where standard costs and predeter- 
mined burden rates are incorporated into the accounts. Since 77 
of the 150 companies replying to the questionnaire use standard 
cost systems which develop material and labor variances on the 
books, and 127 of the companies use predetermined burden rates, it 
can be seen that this aspect of inventory costing has widespread 
significance. 

A few variance balances are credits rather than debits, although 
these credits arise less frequently. The reason for this relative in- 
frequency of credit variances is the tendency to set standards 
“tight” enough to make variance credits unlikely. 
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When the plan of accounting employed is one which results in 
the development of unabsorbed manufacturing cost variances, 
there arises the problem of disposing of these variance balances. 
In other words, are these items product costs, to be divided at the 
end of the period between inventories and cost of goods sold, or 
are they period costs to be charged in their entirety against income 
of the period in which they arise? If they are treated as period 
costs, it is also interesting to ask where they appear in the profit 
and loss statement. In other words, are they costs of goods sold or 
deductions from gross profit? While the main line of inquiry in 
this study is the classification of costs into inventoriable and non- 
inventoriable categories, replies to the questionnaire also provide a 
limited amount of data regarding the position of these items in the 
profit and loss statement. 

In order to ascertain how these cost balances are treated, infor- 
mation was gathered concerning the disposal of (1) variances 
from standard costs of direct material and direct labor, and (2) 
underabsorbed and overabsorbed burden balances. The amount of 
such unabsorbed costs depends upon the level at which standard 
costs and burden rates are set by each specific company. No infor- 


mation on this point was obtained in the present study, but the 
problem will be considered in a forthcoming series of studies on 
current practice in the use of standard costs. Those companies not 
using standard costs treat all direct material and direct labor as 
product costs. Similarly, those companies which do not have pre- 
determined burden rates treat all manufacturing overhead as prod- 
uct cost included in inventories. 


Disposal of Material and Labor Variances 

Analysis of replies to the questionnaire revealed that 65 of the 
77 companies using standard cost systems treat all of the different 
material and labor variances alike. Practice of these companies in 
disposal of the variances is tabulated below. 


Variances charged to cost of goods sold 

Variances charged to profit and loss 

Variances divided between inventories and cost of 
goods sold or profit and loss 
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Two different points of view with respect to classification of 
variances from standard costs may be seen in the above figures. 
The first and predominant one is that variances are not inventori- 
able costs and hence are treated as period charges. The size of this 
majority is perhaps surprising when one considers the frequency 
with which accountants advocate actual cost for inventories, The 
main reasons given in support of this practice are: 


1. One of the principal concepts underlying standard costs 
is that variances represent costs of waste and inefficiency, 
and as such should be excluded from cost of the goods 
manufactured. 

. Standard costs give more conservative inventory valu- 
ations since they eliminate the effects of.excess prices and 
inefficiencies from inventories. 


The second point of view is that inventories should be stated at 
actual cost and those users of standard costs who follow this prac- 
tice divide the variances, allocating to inventories the portion which 
applies to the goods still on hand and carrying into the profit and 
loss statement the portion which applies to goods that have been 
sold. From the figures above, it may be seen that those following 
this view are a minority. 

The remaining 12 companies reported varying treatments of the 
different variances. In most of these cases the material price vari- 
ance was given special treatment, as can be-seen in the listing 
which follows. 

No. of 
companies 

Material price variance charged to profit and loss, other 

variances charged to cost of goods sold 
Material price variance divided between inventories 

and cost of goods sold or profit and loss, other 

variances charged to cost of goods sold 4 
Material price variance charged to cost of goods sold, 

other variances divided between inventory and cost 

of goods sold or profit and loss 


In singling out the material price variance for special treatment, 
these companies probably are recognizing a situation in which the 
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purchaser often has little or no control over the price paid for ma- 
terials. However, it is interesting to note that the first- group ap- 
parently views the price variance as a loss or gain not associated 
with product costs, whereas the second group takes the opposite 
view and adjusts inventories to reflect differences between standard 
price and actual price. 

The remaining four companies report still other treatments of 
variances as indicated below. 


Company No. 1—Variance losses charged to cost of goods 
sold, variance gains credited to inventories. 

Company No. 2—Material price and labor rate variances di- 
vided between inventories and cost of 
goods sold or profit and loss; labor effi- 
ciency variance charged to profit and loss. 
No material usage standards used. 

Company No. 3—Material variances charged to cost of 
goods sold ; labor variances charged to fac- 
tory burden, 

Company No. 4—Material variances charged to cost of 
goods sold; labor variances divided be- 
tween inventories and cost of goods sold 
or profit and loss. 


While accounting writers have often proposed differing treat- 
ment for variances according to the sources from which they arise, 
it is seen that most firms follow a practice of consistency and treat 
all material and labor variances in the same manner at the end of 
the year. 

A few companies reported differences in treatment of variances 
between monthly and annual reports. Thus one company defers 
the writing off of material variances until the end of the year be- 
cause there are seasonal variations in price of its chief raw material 
and also because it determines the quantity of material used by ap- 
plication_of a formula to total finished product. Another company 
divides variances between inventories and cost of sales on monthly 
reports, but charges all variances to cost of sales at the end of. the 
year. Still another company does just the opposite. 


Disposal of Under- and Overabsorbed Burden Balances 


Use of predetermined overhead rates usually results, of course, 
in the presence of under- or overabsorbed balances. In order to 
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learn how these balances are disposed of, companies using prede- 
termined burden rates were asked to inditate what disposal they 
make of the balances remaining in overhead expense accounts after 
application of overhead to product at the predetermined rates. The 
results are tabulated below. No. of 
Disposal of Underabsorbed Burden Balances companies 
Divided between inventories and cost of goods sold 
or profit and loss 

Charged to work in process inventory 

Charged to cost of goods sold 

Charged to profit and loss 


Total number of companies using predetermined 
burden rates 


Disposal of Overabsorbed Burden Balances companies 
Divided between inventories and cost of goods sold 
or profit and loss 
Credited to work in process inventory 
Credited to cost of goods sold 
Credited to profit and loss 


Total number of companies using predetermined 
burden rates 


The above figures indicate majority acceptance of the view that 
unabsorbed overhead is not’an additional cost of the goods pro- 
duced. There remains, however, a substantial minority which pre- 
fers to include the full amount of actual overhead in product cost. 
While the above tabulation shows only 10 companies allocating a 
portion of unabsorbed balances to inventories, this figure should 
be increased by adding 23 companies which do not use predeter- 
mined overhead rates and therefore charge the full actual overhead 
to manufacturing costs. 

Those firms replying to the questionnaire used in this study 
make no significant distinction between treatment of underabsorbed 
and overabsorbed balances although such a distinction is advocated 
by some authoritative writers on the subject. Thus one writer takes 
the view that an overabsorbed burden balance at the end of the year 
indicates an overstatement of production costs and he would ac- 
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cordingly reduce the stated value of the inventories by the amount 
of the overabsorbed overhead which has been applied-to the goods 
on hand. If.the overhead has been underabsorbed, he would first 
ascertain the probable cause of the underabsorption and, if the 
balance is caused by lack of volume to utilize normal plant capacity, 
he would charge off the balance to current income. If the balance 
is due to an error in forecasting the activity upon which the rate 
is based, he would adjust the inventory upward. It would seem 
difficult to make these distinctions owing to the uncertainties in- 
herent in the process of forecasting activity or determining normal 
capacity, These difficulties are more than ever present in the cur- 
rent period of postwar adjustment. 

However, since overabsorbed burden balances of material size 
are less frequently experienced than are underabsorbed balances, 
it is possible that some of the companies whose practice is reported 
above might use a different method if a large overabsorbed balance 
should arise. 

Some firms defer writing off under- and overabsorbed burden 
balances until the end of the year. This practice appears to be 
rather commonly followed in industries where activity is distinctly 
seasonal. Under these circumstances it can reasonably be expected 
that over- and underabsorbed balances will offset each other to a 
considerable extent over a complete seasonal cycle. A distinct ad- 
vantage of this method is that it removes the effect of seasonal 
volume fluctuations from monthly income statements. 


III. CLassrFIcaTion oF INveNtory Cost ADJUSTMENTS 


Costs which were charged to inventories at the time of incur- 
rence may later be transferred to period accounts by adjustments 
of various kinds. Thus when the market value of goods on hand at 
the year-end is found to be lower than cost, most of the companies 
replying to the questionnaire follow a policy of writing down their 
inventories to reflect the lower market figure. Another source of 
such inventory cost adjustments arises from the discovery of short- 
ages, obsolete and spoiled goods in the inventories. When standard 
costs are incorporated into the books, revision of standards also 
creates a source of inventory adjustments. 

In order to determine what ultimate disposal is made of these 
inventory cost adjustments, the questionnaire asked for this infor- 
mation with respect to (1) adjustments to lower of cost or market, 
(2) adjustments for shortages, obsolescence, etc., and (3) adjust- 
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ments to revised standard costs in those cases where standard costs 
are in use. , 


Adjustment of Inventories to Lower of Cost or Market 

As a basis for determining the extent to which write-downs of 
inventories to the lower of cost or market occur, firms replying to 
the questionnaire were asked whether or not they followed a policy 
of adjusting year-end inventories to the lower of cost or market. 
From the following figures, it can be seen that the large majority 
will have, in some years at least, write-downs of inventory values 
resulting from application of this rule. 

No. of 


companies 
Adjusting year-end inventories to lower of cost or 


Not adjusting year-end inventories to lower of cost 
or market 


Practice in disposal of these write-downs is reflected 
in the table below: 
No. of 


companies 
Charged to cost of goods sold 
Charged to profit and loss 


Total number of companies adjusting to lower 
of cost or market 


Inventory Write-offs for Shortages, Obsolescence, etc. 


Another source of inventory adjustments arises from stock 
shortages and writedowns of obsolete or damaged goods. The 
treatment of such charges by 141 companies is shown below. 


Charged to cost of goods sold 
Charged to profit and loss 
Charged to factory burden 
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Several companies reported the use of reserves against which 
are charged inventory adjustments from shortages, obsolescence, 
spoilage, etc. These reserves are created by uniform monthly 
charges to cost of sales and any balance remaining in the reserve 
at the end of the year is closed to cost of sales. Use of such a re- 
serve has the advantage of equalizing monthly charges where in- 
ventory adjustments are large enough to exert an erratic influence 
on monthly profit and loss statements. 


Adjustment of Inventories to New Standard Costs 

When standard costs are incorporated into the books, revision of 
standards creates an additional source of inventory adjustments. 
These adjustments may either decrease or increase the amount of 
the inventories, according to whether the new standard costs are 
lower or higher than the preceding standard costs. In reporting 
their practice in disposal of these inventory adjustments, companies 
using standard costs were asked to state separately their treatment 
of write-downs and write-ups in order to bring out any differences 
which might exist. The figures below dispiay the results. 


Write-downs charged to: 
Cost of goods sold 
Profit and loss 


Write-ups credited to: 


Cost of goods sold 
Profit and loss......... bab ehi be kbd mbes tudle-as 


Total number of companies answering question 58 


It will be noted that four companies did not report their treat- 
ment of write-ups. 

Several companies stated that they do not adjust the inventory 
account when standard costs are revised but enter the amount of 
the adjustment in an inventory valuation reserve account with a 
contra entry to cost of goods sold or profit and loss. Thus the 
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effect of this method is to show the inventory in the year-end 
balance sheet at a net figure equal to the new standard cost. When 
the goods are sold in a subsequent period, the net charge to cost 
of sales will also be for the amount of the new standard cost. 


What Is Cost of Sales? 

The reader of accounting textbooks gains the impression that 
debits to cost of sales account, or the balance appearing under this 
heading in the profit and loss statement, represent expirations of 
inventory values occasioned by sales of goods to customers, Thus 
one writer has said that charges to cost of sales “measure the ex- 
piration of all asset values which may be conceived as having left 
the business embodied in sales of product for the accounting period 
in question.” However, the preceding pages have shown that cost 
of sales commonly receives debits representing numerous items 
other than transfers of the inventory value of goods which have 
been sold. These entries to cost of sales may be grouped in four 
classes, viz.: 


1. Debits for amounts transferred from inventory accounts 
when sales are made. 


. Debits for regularly recurring expenses of operating the 
business which have a definite relationship to the goods 
sold. Thus replies to the questionnaire used in this study 
showed the following costs transferred directly to cost of 
sales without passing through inventories : 


No. of 
companies 


Packaging costs incurred after transfer to fin- 
ished goods inventory 

Shipping costs incurred at factory 

Shipping costs incurred at field warehouse 

Finished goods storage costs incurred at factory. . 

Finished goods storage costs incurred at field 
warehouse 

Royalties 


The fact that these costs are usually incurred after the ac- 
cumulation of manufacturing costs has been completed on the 
books probably explains the use of a direct charge to cost of 
sales in most cases. With the exception of royalties, it is seen 
that the number of companies following this method is quite 
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small. When costs of packaging, storage, and shipping are 
not charged to inventories, most companies prefer to charge 
these costs to distribution expense accounts rather than to 
cost of goods sold. 

In the group of companies reporting royalties charged di- 
rectly to cost of sales, 26 of the 31 companies state that these 
royalties are based upon the number of product units sold or 
upon sales value of the goods sold. Royalty payments which 
are thus based upon number of units sold or number of dol- 
lars received from sale of the goods present a problem which 
differs in some respects from costs of packaging, storage, and 
shipping. Such royalties are not connected with the process 
of distributing the goods, but instead are connected directly 
with the cost of each unit sold. However, since the liability 
for payment does not arise until the actual sale of the goods 
takes place, the charge to increase cost of the goods must be 
made to cost of sales rather than to inventories. 


3. Debits and credits for other items, which may or may not 
be related to the cost of the specific goods which have 
been sold, according to the nature of the expenditure and 
the point of view held with respect to what constitutes 
cost. In this group fall under- and overabsorbed burden 
balances and variarices from standard costs. On an earlier 
page it was seen that a large majority of the companies 
using predetermined burden rates and standard costs 
charge variances to cost of goods sold. The usual justifi- 
cation for this practice is that cost of sales thereby re- 
flects the actual cost of goods that have been sold. How- 
ever, whenever inventories are substantial in amount cost 
of sales will be increased or decreased by variances which 
really apply to goods which remain on hand. 

. Debits for inventory adjustments. To the extent that these 
arise from normal shrinkage and deterioration or errors 
in record keeping, these items are often viewed as cor- 
rections to production costs. When the amounts are 
minor, it may be most convenient to charge them off at 
the time of discovery even though some portion may be 
applicable to inventories. However, the principal inven- 
tory adjustments of material amount arise from declines 
in market value of goods which have not been sold at the 
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balance sheet date. With respect to this class of adjust- 
ments, it should be noted that the use of cost of sales as 
an account in which to absorb these adjustments may 
cause the gross profit to fluctuate in a manner not con- 
nected with either sales or production cost of the goods 
sold. The value of the gross profit margin as a measure 
of operating performance during the period covered by 
the profit and loss statement is thus likely to be vitiated. 
This, in turn, may affect other managerial measures of 
performance, such as inventory turnover ratios and com- 
parisons between different units of the company. 


Statements prepared for internal management often display in 
detail the above charges and credits to cost of sales, but statements 
prepared for outsiders usually consolidate all of these items into a 
single net figure. This is what might be expected, for knowledge 
of the details is essential information for management, whereas 
stockholders, creditors, and others who are primarily interested 
only in net income would not find these details necessary for their 


purposes. 


Summary and Conclusion 

The foregoing study had as its principal aim the determination 
of current practice with respect to the types of costs which are in- 
cluded in inventories. As a secondary line of inquiry, information 
was also obtained regarding the disposal of certain costs and losses 
which were found to be excluded from inventories. In order to 
avoid unnecessary details, attention was concentrated upon a se- 
lected group of items. falling in the borderline area between product 
and period costs. 

It was found that costs which can be directly or indirectly asso- 
ciated with the product and which are incurred before the goods 
go into the finished goods warehouse or shipping department are 
generally included in inventories. Among these included costs are 
administrative expenses having a definite relationship t6 manu fac- 
turing activities and in many instances expenditures for research 
and development and royalties. Shipping costs appear to fall on 
the dividing line between product costs and costs of selling and dis- 
tribution. . 

The study disclosed widespread exclusion from inventories of 
certain costs connected with manufacturing. These are under- and 
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overabsorbed burden balances, variances from standard costs, re- 
search and development costs, and royalties. These items together 
with losses arising from inventory adjustments, are most commonly 
carried to cost of goods sold. In this position, they affect the gross 
profit of the period in which the expenses were incurred, regard- 
less of the fact that a substantial portion of the goods made dur- 
ing the period may remain in the inventories. Hence, cost of sales 
for any specific period includes a variety of charges which may or 
may not be associated with the cost of manufacturing the goods 
sold during the period covered by the profit and loss statement. 

An especially noticeable feature of the study was the diversity in 
accounting methods which have developed through adapting pro- 
cedures and practices to the widely varying needs of many differ- 
ent industries. 











